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The difference between the old tax year 1960 and the new tax 
year 1961 is that fraction of time following twelve midnight, Decem- 
ber 31—for calendar-year taxpayers, of course. It marks the end of 
a mountain of paper work and the beginning of the building of another 
mountain for the Internal Revenue Service. 


The IRS estimates receiving over 94 million tax returns of all classes 
for the old year, together with over 300 million information documents. 
The IRS is automating fast. It is forced to adopt modern computer 
methods to process these mountains of paper because the load will not 
lessen—it will increase. By 1970 the IRS expects to process 115 million 


tax returns, and it expects to process 135 million tax returns by 1980: 


A national computer center is being installed at Martinsburg, 
West Virginia. All available information pertaining to each taxpayer 
in the United States will be available on tape. The IRS will be able to 
check on failures of individuals or businesses to file returns; it will be 
able to check the accuracy of returns filed; and it will also be able to 
determine, before making a refund, whether a taxpayer is indebted 
to the federal government. 


The new system is designed to provide the best and fastest recorda- 
tion, thus permitting the IRS to refund quickly and, what is more impor- 
tant, to provide itself with a much more complete enforcement potential. 


THIS MAGAZINE jis published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business. Manager, James L. Jones; Circulation 
Manager, Richara H. Lane. 
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Arthur F. McGervey, a certified public accountant 
in Pittsburgh, Pennsylvania, has entitled this provocative article: 
“Can an Estate Asset Be a Liability?”’ 


E ALL KNOW that taxes are high, but few of us realize 

that sometimes they can be more than 100 per cent of 
the item taxed. Specifically, this can happen when a wealthy 
taxpayer dies leaving accrued income subject to federal income, 
federal estate and state inheritance taxes. 


Under Section 2031 of the Internal Revenue Code, the 
deceased taxpayer’s gross amount of accrued income is treated 
as a taxable asset of his estate without any deduction for the 
income taxes which eventually are levied against it. A high 
income tax bracket in the fiduciary return for the year in which 
the income must eventually be included results in an estate 
having collective federal estate, state inheritance and federal 
income taxes in excess of the gross amount of the accrued 
income. 


This unconscionable result is hard to believe, but a simple 
example will show that it does happen. Let us assume a cash- 
basis taxpayer dies leaving an estate of more than $10 million 
(actually the estate does not have to be that large as long as 
the income tax bracket is high) and a top income tax bracket 
of 90 per cent for his fiduciary. Assume, also, that the deceased 
taxpayer had accrued income of $100. 


Computation of federal estate tax— 
77 per cent of $100 = .. . $77.00 


Less 80 per cent of the basic federal 
estate tax of 20 per cent paid to the 
states, which amounts to 16 per 
cent of $100, or . 


Net tax paid to the federal government 
which can be offset as a deduction 
in computing federal income tax... $61.00 


On receipt of the $100 of accrued income by the fiduciary, 
the $61 is a deduction in arriving at the net income taxable 
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in the fiduciary’s income tax return. The income tax at the 
top income tax bracket of 90 per cent on the net taxable income 
derived from accrued income of $100 would be $35.10. ($100 — 
$61 = $39 X 90%). 


Now let us see how much tax we would then have paid 
on this $100 of accrued income: 


Federal estate tax 
State inheritance tax 
Federal income tax 


Total taxes paid on the $100 of 
accrued income ote i a 


For those who would quarrel with this result and say that 
one must consider an average rate rather than the top bracket 
for each type of tax, it must be realized that if the taxpayer’s 
estate had never received this $100 as an asset, the estate 
would have had $100 less assets and $112.10 less tax liability. 


How did this unhappy result come about? 


In 1942, Congress decided it was unfair to accumulate all 
of a decedent’s income at date of death and tax it in his final 
return. In many cases, this created a very high income tax 
liability. However, the tax was permitted as an offset against 
the gross estate. Thus, only the net value of the accrued 
income after payment of the income tax was taxable for federal 
estate and state inheritance tax purposes. (Section 2011.) 


In seeking to correct this inequity (which inequity, how- 
ever, could never capture all the accrued income as is now 
possible), Congress amended its method of taxing accrued 
income (1939 Code Section 126(c), continued in 1954 Code 
Section 691(c)), by not taxing it at all in the cash-basis tax- 
payer’s final income tax return but, instead, including it in the 
income tax return of the fiduciary or beneficiary in the year 
in which it was received. A deduction in the income tax return 
was permitted against the income, for the federal estate tax 
after credits. Since one of the credits against the federal estate 
tax is the state inheritance tax, and since this credit has been 
greatly increased by allowing the states to tax accrued income 
at its gross amount, it is readily seen how a high income tax 
rate in the fiduciary return, in which accrued income at date 
of death is included, can result in total taxes that exceed the 
amount of accrued income involved. 


(Continued on page 60) 


From the Thoughtful Tax Man 





TAX-WISE NEWS 


Tue COMMISSIONER has put a crimp in 
the plans of professional fund-raisers, charitable donation solicitors 
and various tax-exempt organizations whose appeal in the past has 
been couched in a promise of tax-exempt income in return for chari- 
table contributions. 


You know how the solicitations have been made: “Give property 
to us which cost you little and now has a high market value. You 
get a charitable contributions deduction for the current value of the 
property, but over and above this, we will sell the property, invest 
the proceeds in tax-exempt securities, and pay you tax-free income 
for life.” 


That used to be possible. But for transfers of! property after 
December 2, 1960, where the tax-exempt organization is under an 
express or implied obligation to sell the property and invest the 
proceeds in tax-exempt securities, with tax-free income to be paid 
to the donor, the transferor—the donor—is to be taxed on the gain 
arising from the sale or exchange. 


All is not lost. A charitable deduction is still available for a 
gift. And tax-free income in the hands of the tax-exempt organization, 
when passed on to a donor, retains its tax-free character. But the joy 
of avoiding a capital gains tax on charitable contributions, which 
have come back across the waters to donors in loaves of tax-free 


income, is now—so far as the IRS is concerned—a thing of the past. 
—Rev. Rul. 60-370. 


Last JUNE the Supreme Court said that if 
local law permits the extinguishment of junior federal tax liens in the 
process of a foreclosure sale, then extinguished the junior federal tax 
liens shall be. 


However, the Service, although noting the Supreme Court’s 
rule in its announcement, says it will not issue certificates of release 
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of lien, discharging property from the cloud of a lien, where the extin- 
guishment has occurred under »cal law. The reason? There is no 
express authority in the Code for the release of such liens. (Of course, 
there is provision for release of liens when they are determined to 
be of no value.)—T. I. R. No. 282. 


Driviwenps paid by Canadian resident cor- 
porations after December 20, 1960, are subject to income tax at the 
rate of 15 per cent, instead of the lower 5 per cent rate which had been 
in effect. This change came about as a result of the Canadian Finance 
Ministry’s Budget Report of December 20, 1960, which invoked a tax 
treaty provision which entitles either Canada or the United States 
to abrogate the reduced tax rate on dividends. 


The United States reciprocated on December 29, 1960, making 
United States dividend payments after December 20, 1960, subject 
to the 15 per cent tax rate. 


Ir A BIG WIND knocks down your prize 
cherry tree, you wind up with a casualty loss deduction. If an unsea- 
sonable freeze attacks your ornamental garden, causing the destruction 
and necessary removal of choice trees, plants and shrubs, you likewise 
are entitled to a nonbusiness casualty loss deduction (which in the 
Tax Court recently amounted to over $13,000—Donald G. Graham, 
CCH Dec. 24,451, 35 TC —, No. 35). 


If, however, you lose a tree to the ravages of Dutch elm disease, 
you have not suffered a casualty loss for which you may take a 
tax deduction. 


It has never been explained why the two types of losses described 
above should be treated differently. In each case, you would have a 
dead tree on your hands. However, a recent decision of the Sixth 
Circuit makes it clear that tree losses from Dutch elm disease are not 
deductible, and the decision goes along with the Commissioner’s rule 
(Rev. Rul. 57-599) that tree losses from insects or disease are not 
casualties—Burns v. U. S., 61-1 ustc § 9127. 


Pernaps NO CNE EVER SAID a wife 
is not a necessary companion, but when it came to justifying one wife’s 
travel expense as ordinary and necessary business expense of her 
husband’s corporate employer, it. was necessary to prove just how 
indispensable a wife can be. 


A company president was required to travel extensively on behalf 
of his employer. He was a diabetic, however, and required constant 
help in maintaining a rigid diet. His wife traveled with him to minister 
to his needs, thereby fulfilling a definite corporate—as well as personal 
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—need. She kept her husband well, and he performed his necessary 
corporate duties. 


The wife’s travel expense, in a district court’s opinion, was ordi- 
nary and necessary business expense of the corporation. What was 
more, it was not to be counted as extra compensation to the company 
president.—Allenberg Cotton Company, Inc. v. U. S., 61-1 ustc J 9131 
(DC Tenn.). 


Despite PROTESTS that the average 
taxpayers job of preparing tax returns, collecting taxes, making 
information returns, supplying schedules, etc., is already tough enough, 
another form, which will find fairly widespread use, has been issued. 
It is Form 2948, entitled “Medical and Dental Expense Statement,” 
and it is to be used by taxpayers who claim for themselves or for 
dependent parents the more liberal medical expense deductions which 
have been provided for individuals over 65 years of age. 


You INHERIT some valuable corporate 
notes from your uncle. You also fall heir to some debts incurred by 
dear old Uncle Tom when he endorsed other corporate notes. Ever 
the optimist—and rightly so—you pay the endorsed notes at full face 
value (although their market value is about one third of face 
value), hoping you’ll eventually realize money on both the endorsed 
notes and the other corporate obligations, and you do. 


What is your basis for the endorsed notes? The amount you 
paid on them as endorser? 


No siree, says the Tax Court. Your basis is the fair market value 
of the notes when Uncle Tom died. The amount paid on account of 
the endorsement was not a cost of property, or an additional cost. 
It was simply the discharge of a contractual obligation. 


The result, of course, is that you would start to realize taxable 
income—even if it is only capital gain income—when the amount you 
are repaid on account of the endorsement exceeds one third of the 
face value of the notes. . . . Well, thanks anyway, Uncle Tom.— 
Anna R. Black, CCH Dec. 24,487, 35 TC —, No. 47. - 


An INSURANCE AGENT'S “expirations”’ 
—those records and other data about his clientele which show which 
policies are about to expire, which are “shoo-ins” to be renewed, etc. 


oo 66 ” 6 


-are capital assets. Termed “trade secrets,” “customer lists,” “good 
will,” “intangibles” or anything else, they are capital assets, the Tax 
Court says, rather than the right to future income or to previously 
earned commissions. This means, of course, that when an agent sells 
his “expirations” he realizes that coveted capital gain.—George J. 
Aitken, CCH Dec. 24,442, 35 TC —, No. 29. 
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Tax Aspects of the 1958 
Small Business Investment Act 
By LEONARD L. SILVERSTEIN 


This article is a review of the major federal income tax provisions and 
their application to the operation of small business investment companies 
and their investors. The author, a partner in the Washington law firm 

of Silverstein and Mullens, was a member of the Treasury Department's 
Legal Advisory Staff during the drafting of the 1954 Code, and has 

been a consultant to the Small Business Administration on SBIC tax matters. 


HE PURPOSE of this article is to review the major federal 
income tax provisions specially applicable to the operation of 
small business investment companies (SBICs) and their investors. 


While it is clear that the circumstances surrounding the passage 
of the Small Business Investment Act in 1958 (including the 1960 
amendments) were such as to permit certain favorable federal income 
tax results for small business investment companies, it must also 
be understood that in the absence of any such special provision, small 
business investment companies and their investors will be taxed: in 
the same manner as other taxpayers under the Internal Revenue Code. 
For this reason, generally applicable provisions of the taxing statute 
—those which affect SBICs in the same manner as other taxpayers— 
are not noted, except where these provisions are particularly relevant 
to the operations of, or investment in, a small business investment 
company. 


In other respects, it is the purpose of this article not only to 
discuss the terms of the newly enacted provisions and amendments, 
but also to point up both the intended benefits and the pitfalls inherent 
in these rules—as they have thus far been interpreted by the Treasury 
in its regulations, and, otherwise, as they apply within the general 
Code context. 
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TAX ASPECTS FROM STANDPOINT 
OF OPERATING SBIC 


Transactions Relative to Equity 
Securities * Acquired by SBICs 


Treatment of losses resulting from 
convertible debentures. — General. — 
Under Section 1243 of the Internal 
Revenue Code, an SBIC has the privi- 
lege of treating its debentures port- 
folio in a small business concern 
generally in the same manner as a 
normal operating business would treat 
inventory when the portfolio is dis- 
posed of at a loss—that is, as an 
offset to ordinary income. By the 
same token, the SBIC can treat such 
a portfolio as an aggregate of capital 
items if the securities are sold at 
a gain. 


Treatment of losses from convertible 
debentures or stock acquired pursuant 
to conversion.—One of the most im- 
portant tax provisions affecting the 
operating status of a small business 
investment company concerns its 
ability to treat losses realized in con- 
nection with convertible debentures as 
ordinary—rather than capital—losses. 


*The term “equity securities” appears in 
the SBA regulations effective August 23, 
1960 (25 F. R. 8068) [June 18, 1960] [F. R. 
Doc. 60-5632] pursuant to the Small Busi- 
ness Investment Act Amendments of 1960 
(P. L. 86-502, — Stat. —). Under these 
regulations, equity securities are defined 
(at Reg. Sec. 107.304-1(c)) to mean “cer- 
tificates of stock of any class” and ‘“‘instru- 
ments which evidence a debt” and “which 
are convertible into stock” or contain “de- 
tachable stock purchase warrants or options.” 
The Internal Revenue Code was not amended 
to cover equity securities specifically. (Such 
term originates with the SBA regulations 
under authority contained in Sec. 304(b) 
of the Small Business Investment Act, as 
amended.) 

On the other hand, the right of an SBIC 
to deduct losses on convertible debentures 
would not seem in any way to be impaired. 
Different rules perhaps obtain as to stock 
directly purchased by the SBIC, pursuant 
to Sec. 107.304-1(c)(1) of the SBA regu- 
lations. See discussion at p. 8. 
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Under Section 1243 of the 1954 Inter- 
nal Revenue Code, an SBIC may de- 
duct such a loss if the following specific 
conditions are met: 


(1) The loss must relate to securi- 
ties which are either convertible de- 
bentures or stock which was acquired 
pursuant to the exercise of the con- 
version feature attaching to the deben- 
ture. (For this reason, securities of 


any other type—such as ordinary 
promissory notes, bonds or stocks 
other than that described—will not 
qualify for Section 1243 [ordinary 
loss] treatment.) 


(2) The securities must constitute 
“convertible debentures” or “stock” 
acquired by an SBIC “pursuant... 
to the provisions of section 304 of 
the Small Business Investment Act 
of 1958 (72 Stat. 689) and the regula- 
tions thereunder.” * While the Code 
adds no elaboration of the words 
“lacquired] pursuant... to the pro- 
visions of section 304,” it can be noted 
that the regulations under this provi- 
sion add that, as to stock, such stock 
must be “issued” pursuant to the con- 
version privilege attendant upon the 
debentures.® 


* Treas. Reg. Sec. 1.1243-1(a) (1). 

*An interesting question arises as to the 
proper application of Sec. 1243 in the case 
of stock received as a stock dividend on 
stock originally acquired pursuant to the 
exercise of the conversion privilege. As-° 
sume, for example, that the SBIC exercised 
its conversion privilege, thereby acquiring 
common stock in the small business concern. 
Thereafter, the small business concern de- 
clared a stock dividend with respect to the 
stock originally received. 

While the original stock clearly qualifies 
for Sec. 1243 (ordinary loss) treatment, a 
question arises as to whether the stock- 
dividend stock falls within the same cate- 
gory. Certainly the stock was acquired 
ab initio pursuant to the conversion privilege. 
On the other hand, it was “received” by 
reason of the stock dividend and, more 
important, by reason of the initial invest- 
ment in the small business concern made 
by the SBIC. Since the policy of the 
Congress is evident in Sec. 1243 to extend 
ordinary loss treatment to equity capital 
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It should also be noted that the 
availability of the ordinary loss is 
dependent not only upon compliance 
with the provisions of Section 304 of 
the Small Business Investment Act, 
but also (according to the Treasury 
regulations) upon compliance with the 
small business regulations issued under 
Section 304. Thus, if either the con- 
vertible debentures or the stock are 
issued in a manner which fails to 
meet the various provisions of the 
SBA (Small Business Administration) 
regulations—such as those relating to 
their financial terms, value, conditions 
relative to sale, etc.—the ordinary loss 
deduction provided in Section 1243 
will not obtain. 


(3) Loss from the convertible de- 
bentures (or stock acquired pursuant 
to the conversion privilege) would 
generally—were it not for Section 
1243—be treated as a loss from the 
sale of, or exchange of, a capital asset. 
By reason of this provision, it is tech- 
nically necessary that the securities 
be regarded as capital items in the 
hands of the SBIC. On the other 
hand, if losses from such securities 


are not so regarded, an ordinary loss 


deduction will be available under 


other provisions of the Code.* 


(4) At the time the loss occurs,° 
the small business investment com- 
pany must have licensed to 
operate as such under the regulations 
of the Small Business Administration. 
This requirement, which appears in 
specific language in the Treasury reg- 
ulations,° seems clearly . warranted 


been 


(Footnote 3 continued) 

and small business concerns generally, it 
would appear that a policy argument can 
be made to sustain the applicability of Sec. 
1243 in this instance. Query, however, the 
position of stock acquired by the SBIC 
through direct purchase of an “equity se- 
curity.” See discussion at p. 10. 

*An example of such a non-Sec. 1243 
situation would involve a loss from an in- 
vestment in an affiliated (95 per cent owned) 
corporation under Sec. 165(g), 1954 Code. 
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“since Section 1243 itself requires that 


the SBIC be “operating” under the 
Small Business Investment Act of 
1958 at the time of occurrence of the 
loss. Here again, however, it should 
be noted that if the loss occurs at a 
time when the license of the SBIC is 
not, for any reason, effective, the bene- 
fits of Section 1243 would not appear 
to be available. It should also be 
observed that the reference in the 
regulations as to the time of the de- 
duction refers to the “time of the 
loss.” This suggests that the loss 
must have been “sustained” during 
a period in which the SBIC was validly 
licensed, even though the existence 
of the loss may not have been deter- 
mined until a later period. 

Certain administrative requirements 
as to the claiming of the deduction 
have been added by the Treasury 
regulations.’ 

Under these regulations, the SBIC 
must submit, as part of its tax return, 
a statement which shows: 

(1) the SBIC to bea federal licensee 
under the Small Business Investment 
Act of 1958. 


(2) the name and address of the 


‘small business concern as to whose 


securities the loss was sustained. 
(3) .the number of shares of stock 

or the number and denomination of 

bonds as to which the loss is claimed. 


(4) the selling price and cost basis 


to the SBIC of the 
their date of purchase. 

(5) the date of sale of the securities, 
or. the date and the occasion which 


securities, and 


It is unlikely that an SBIC can become a 
“dealer” in securities in the sense that an 
SBIC would be regarded as holding them 
for sale to “customers” for purposes of 
Sec. 1221(2), 1954 Code. See Treas. Reg. 
Sec, 1.1243-1(3) and SBA Reg. Sec. 107.301-1. 


aia : , 

The loss can apparently result from 
worthlessness or from a sale or other dis- 
position of the stock. 


* Treas. Reg. Sec. 1:1243-1(a) (3). 
"Treas. Reg. Sec. 1.1243-1(b). 





gave rise to the worthlessness. As to 
worthlessness, the regulations merely 
require that the date set forth in the 
statement be the “approximate date” 
of such worthlessness. 


In all other respects, the usual rules 
relative to worthlessness of securities 
(under Section 165 of the 1954 Code) 


will be applicable. 


Treatment of losses from stock di- 
rectly purchased as “equity securities.” 
—Under the Small Business Invest- 
ment Act Amendments of 1960, an 
SBIC may invest in a small business 
concern “in such manner and under 
such terms as the small business in- 
vestment company may fix in accord- 
ance with the regulations of the [Small 
Business] Administration.” * The SBA 
regulations ® implement this authority 
by permitting an SBIC to purchase 
“Tclertificates of Stock of any class 
granting such conversion rights and 
containing such limitations” as are 
negotiated between the small business 
concern and the SBIC. Under this 
provision, SBICs are now permitted 
to make an outright purchase of small 
business concern stock, both common 
and preferred. 


In the light of the above, the ques- 
tion immediately arises as to whether 
stock so acquired can be treated in 
the same manner as stock initially 
contemplated under the Small Busi- 
ness Investment Act—that is, stock 
which is acquired pursuant to exercise 
of the option of conversion in connec- 
tion with convertible debentures. 


In this respect, reference must be 
made to Section 1243 of the 1954 Code, 
which authorizes an SBIC to treat 
losses on stock as a noncapital trans- 
action—but only if the stock has been 
“received pursuant to the conversion 
privilege.” Since the 1960 amendments 
to the Small Business Investment Act 


= Sec. 107.304(a), Small Business Invest- 
ment Act Amendments of 1960, 25 F. R. 
5478. 
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did not make corresponding amend- 
ments to the Internal Revenue Code. 
stock acquired as “equity securities” 
would not appear to be treated under 
Section 1243. In such case—and in 
the absence of new legislation—losses 
from this type of stock, both common 
and preferred, would appear to be 
treated as a capital loss, unless for 
some other reason under the Internal 
Revenue Code the stock was a non- 
capital asset in the hands of the SBIC. 


Treatment of gain from sale or 
retirement of equity securities.—Gen- 
eral.—The tax treatment of. realized 
gains respecting the various categories 
of equity securities which can be held 
by an SBIC will depend upon the 
characterization of the “security” for 
tax purposes—that is, whether it is 
debt or stock—and upon the circum- 
stances, including the purchase price, 
concerning its acquisition and dis 
position. 


Convertible debentures.—If an SBIC 
purchases convertible debentures, and 
such debentures qualify as “debt,” *° 
any profit realized on their disposition 
will generally be taxed as a capital 
gain—provided that the bond was 
initially purchased by the SBIC at 
par or at a premium. Moreover, in 
any case in which (1) the debentures 
were issued at par, (2) they are satisfied 
pursuant to their terms at par and 
(3) no accompanying conversion into 
stock occurs, no federal income tax 
consequences would obtain (other 
than inclusion in gross income of the 
SBIC of any interest paid during the 
period in which the debentures were 
outstanding). 


If the debenture was issued at a 
discount, however, then its later re- 
tirement or sale by the SBIC will be 
taxed as ordinary income—to the ex- 
tent that any profit is referable to 


*SBA Reg. Sec. 107.304-1(c)(1), 25 F. R. 
8068. 
* See the discussion below. 
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such discount. The rules respecting 
this form of transaction, as specifically 
set forth in the 1954 Code, define the 
term “original issue discount” to mean 
“the difference between the issue price 
[of the debenture] and the stated 
redemption price at maturity.” ™ 


The term “stated redemption price 
at maturity” is the amount fixed by 
the last modification of the purchase 
agreement. For this reason, if, under 
the terms under which a convertible 
debenture is purchased by an SBIC, 
it can be redeemed for a price in 
excess of par, such excess would con- 
stitute discount taxable as ordinary 
income to the SBIC. As respects the 
nature of the ordinary income tax, 
it must be noted that pursuant to 
Section 1232, such gain would be fully 
taxable and would not be subject to 
any dividends-received deduction to 
the SBIC. 


Fees or commissions paid by a 
small business concern to an SBIC 
in connection with the issuance of a 
convertible debenture would be tax- 
able to the SBIC as ordinary income 
(the same as management or counsel- 
ing services). 

The foregoing assumes that the de- 
bentures constitute “debt” instruments 
in the hands of the SBIC. If the de- 
bentures are held by the Treasury 
not to be debt,” then their satisfaction 





™ Sec. 1232(b)(1), 1954 Code. 
"The question of whether a debenture 
constitutes a debt or stock involves a factual 
issue not specifically treated in the Internal 


Revenue Code, and not satisfactorily re- 
solved by the courts or the Treasury. Guide 
lines thus far developed suggest that the 
question depends upon factors, often quite 
apart from the formal nature of the docu- 
ment, which describe the relationship be- 
tween the debenture holder and the deben- 
ture issuer—that is, whether the debenture 
issuer otherwise has sufficient equity capital, 
whether the debentures are held pro rata to 
stock, whether the parties intended a “risk” 
as distinguished from a creditor relationship. 
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in cash or its equivalent would con- 
stitute a stock redemption and would 
be taxed in accordance with the gen- 
eral rules relating to stock redemptions, 
as hereafter discussed. 


Stock—Stock held by an SBIC 
would be taxed when sold at a gain 
in the same manner as other stock 
sales by a normal business corporation 
—that is, generally as capital gains. 
This result would obtain whether the 
stock was acquired by the SBIC pur- 
suant to the exercise of the conversion 
privilege in connection with convert- 
ible debentures, or whether the stock 
was purchased initially (through nego- 
tiation or through the exercise of rights 
previously issued) by the SBIC under 
the regulations implementing Section 
304 of the Small Business Investment 
Act. As has heretofore been pointed 
out, such profit would generally con- 
stitute a capital gain to the SBIC, 
assuming the SBIC were not a dealer 
in stock. Ordinary income treatment, 
however, is possible in three special 
situations: 


(1) Collapsible corporations: If the 
small business concern is a collapsible 
corporation, the gain from the sale of 
that concern’s stock can constitute 
ordinary income to the SBIC. This 
result can be avoided in _ special 
circumstances depending upon applica- 
tion of the complex collapsible cor- 
poration statute.” 


See, for discussion of the numerous prob- 
lems, Caplin, “The Caloric Count of a Thin 
Incorporation,” Proceedings of the New York 
University Seventeenth Annual Institute on 
Federal Taxation (1959), p. 771. 

™See Sec. 341(d) and (e) of the Internal 
Revenue Code of 1954. The entire question 
of determination of whether a corporation 
is collapsible is outside the scope of this 
paper. Under Sec. 341(d), ordinary income 
tax treatment, otherwise applicable to col- 
lapsible corporations, is avoided (1) if the 
SBIC holds less than 5 per cent of the small 
business concern stock; (2) if 30 per cent 
or more of the profit realized on the stock 
sale by SBIC is attributable to items other 

(Continued on following page) 
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(2) Section 306 stock: Under Sec- 
tion 306, an SBIC can be taxed at 
ordinary income rates on sales of stock 
(usually preferred) acquired by it, but 
only if the stock was received as a 
stock dividend under the circumstances 
described in Section 306 and the regu- 
lations thereunder.’* In this instance, 
the 100 per cent dividends-received 
deduction is not available. 


(3) Stock redemptions: If the small 
business concern wholly or partly re- 
deems the stock held by an SBIC, 
such redemption can be taxed either 
as a sale or a dividend. In the major- 
ity of situations where the SBIC is 
wholly redeemed out of its position 
in the small business concern (so that 
it has no equity ownership in the 
small business concern after the re- 
demption), a capital gains result will 
generally apply. 


On the other hand, if the SBIC 
wishes to cause the small business 
concern to redeem a part of its stock 
and yet wishes to retain a part of the 
stock, then it is possible that dividend 
characterization will result. In gen- 
eral, such dividend treatment will not 
be produced if the SBIC reduces its 
stock ownership in the small business 
concern by at least 20 per cent. Thus, 
if the SBIC, in the exercise of its 
conversion privilege, acquires 10 per 
cent of the stock of the small business 
concern, it will avoid dividend treat- 


(Footnote 13 continued) 
than manufacturing, construction, produc- 
tion or certain purchasing activity of the 
corporation; or (3) if the profit is realized 
more than three years after the small busi- 
ness concern has completed such activity. 
Under Sec. 341(e), a series of complex rules 
could also enable the SBIC to avoid ordi- 
nary income characterization on stock sales, 
depending principally upon the amount of 
any unrealized appreciation in inventory or 
similar property held by the small business 
concern. 

“In general, Sec; 306 applies to sales of 
stock (other than common stock) in a trans- 
action having the effect of a stock dividend 
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ment on the redemption if, after the 
transaction, the percentage of stock 
held by the SBIC in the small busi- 
ness concern is less than 8 per cent.*® 


From the standpoint of an SBIC, 
the tax effects resulting from redemp- 
tion of stock (whether acquired pur- 
suant to conversion or purchased as 
an equity security) are most unusual. 
Unlike the normal case, a dividend 
type of treatment, pursuant to -Sec- 
tion 302 of the 1954 Internal Revenue 
Code, will produce a “no tax” result 
to the SBIC—due to the fact that the 
100 per cent dividends-received de- 
duction can apply to the proceeds in 
the hands of the SBIC. Thus, if the 
SBIC redeems a small percentage of 
its small business concern stock, and 
if the amount received as part of the 
redemption proceeds is treated as a 
“dividend,” then the entire proceeds 
should be free from tax in the hands 
of the SBIC pursuant to Section 243 
(b). On the other hand, where the 
SBIC is “redeemed out” (so that it 
no longer has any stock interest in 
the small business concern), the maxi- 
mum tax payable would be the capital 
gains tax of 25 per cent. 

Caution should be exercised as to 
arrangements between the SBIC and 
the small business concern, - under 
which redemption at a predetermined 
date is planned at the time the con- 
vertible debentures are issued by the 


(other than a common stock dividend issued 


on common stock). Accordingly, it would 
not be applicable, in the normal situation, to 
stock acquired by an SBIC pursuant to the 
conversion privilege. 

*See Secs. 302(a) and 302(b)(3), 1954 
Code. 

* See Sec. 302(b)(2), 1954 Code. In addi- 
tion, in any situation in which the SBIC 
acquires more than 50 per cent of the small 
business concern through exercise of the 
conversion privilege, it must reduce its own- 
ership sufficiently so that, after effectuation 
of the redemption transaction, it owns less 
than 50 per cent of the stock of the small 
business concern. 
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Last month, the Tennessee Valley 
Authority sold $50 million worth of 
power revenue bonds. Thus began 
an unprecedented action by an 
agency of the federal government. 
These TVA bonds are unusual in 

that they are neither obligations 

of, nor guaranteed by, the 

United States government.— 
Taxpayer's Dollar, December, 1960. 


small business concern to the SBIC. 
In that event, it would appear possible 
for the Internal Revenue Service to 
hold that the integrated steps of (1) 
issuance of debentures, (2) exercise 
of stock option and (3) redemption of 
stock pursuant to the conversion privi- 
lege all constitute one transaction, and 
that the amounts received in cash or 
its equivalent were, in substance, pay- 
ments more in the nature of interest 
than redemption proceeds. 


Tax treatment of exercise of conver- 
sion rights relating to equity securi- 
ties.—General—An SBIC may convert 
equity securities held by it into stock 
(or into a different class of stock) 
without, in general, any tax cost. 

Securities subject to conversion.— 
Section 304 of the Small Business 
Investment Act, as originally enacted, 
contemplates that an SBIC which 
purchases debentures of a small busi- 
ness concern may convert these into 
stock of that concern. More recently, 
by reason of the 1960 amendments to 
that act and the regulations there- 
under, it is now possible for an SBIC 
to purchase stock in a small business 
concern which, by its terms, is con- 
vertible into another class of stock of 
that concern.’? Under the regulations, 
the conversion feature may attach to 
any class of stock. Similarly, the type 
of stock into which the original pur- 
chased securities may be converted is 


* See Reg. Sec. 107.304-1(c)(1), 25 F. R. 
8068. Note that under these regulations 
such convertible stock may not contain pur- 
chases and warrants. 
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not restricted. Thus, the SBIC may 
initially purchase preferred stock con- 
vertible into common, or common 
stock convertible into preferred. There 
is no restriction on the SBIC which 
would prevent it from purchasing pre- 
ferred stock with the right to acquire 
additional preferred or common stock 
if the originally purchased preferred 
were to become in arrears as to divi- 
dends. 


Tax effects of conversion.—In a very 
general way, a conversion feature at- 
taching to a bond or stock should not 
give rise to a taxable event at the 
time of exercise. However, it should 
be recognized that exercise of such 
conversion involves two occurrences 

namely, (1) the disposition of the 
old debenture or stock and (2) the 
acquisition of the new stock. 


In the case of debentures which 
evidence a debt, the exercise of a 
convertible feature could be treated 
as the mere exercise of an option to 
acquire stock. In such a case, the 
exercise of the conversion right may 
simply constitute a purchase of stock; 
and the Internal Revenue Service in 
a ruling of long standing has so held.** 

It is to be noted that under G. C. M. 
18436 it is stated that the “rule of 
nonrecognition of gain or loss upon 
conversion is strictly confined to the 
factual situation upon which it is 
premised, namely, the exercise by the 
owner of a bond of a right provided 
for in the bond of converting the bond 
into stock of the obligor corporation.” 


For this reason it would not appear 
that equity securities consisting of 
initially purchased stock (whether by 
contract or by exercise of a warrant) 
would fall within the rule of G. C. M. 
18436. In such a case, the surrender 
of the old bonds or of the stock in 


* See G. C. M. 18436, 1937-1 CB 101. 





exchange for a new stock could be 
treated as a tax-free “recapitalization.” 
Here, again, the Internal Revenue 
Service has issued a ruling indicating 
that this is a possible characterization.’® 
In such a case, all of the various rules 
relative to “reorganizations” under 
Subchapter C of the Internal Revenue 
Code come into play. This would 
require, if the transaction is to escape 
taxation, that the exercise of the option 
be made as part of a plan of reorgan- 
ization, that it be made for reasons 
of business purposes, etc. 


There are also many other consid- 
erations, outside the scope of this 
study.”° It is also possible, of course, 
that the Treasury would view the ex- 
ercise of the conversion feature (as it 
did in the case of convertible bonds) 
as an “open” transaction until the 
disposal of newly acquired stock takes 
place. While this is a possibility, it 
would appear unlikely in the light of 
the two rulings herein referred to. 


It must be noted, however, that 
both the regulations and the court 
decisions, which have long considered 
“reorganization” cases, prescribe nu- 
merous tests which must be met if 
the reorganization is to be treated on 
a tax-free basis. It is also to be noted 
that the tax-free accomplishment of 
a reorganization including a recapital- 
ization necessitates that the entire 
transaction be carried pursuant to a 
“plan of reorganization.” 


Basis of “equity securities’ acquired 
upon conversion.—The tax basis of 
equity securities of a small business 
concern held by an SBIC is the “cost” 
to the SBIC of the securities so ac- 
quired.”* In general, if the stock is 
acquired by exchange of debentures 
or other stock, and if there was no 


See Rev. Rul. 56-179, 1956-1 CB 187. 

See, generally, Treas. Reg. Sec. 1.368 
and Mertens, Code Commentary (Callaghan 
and Company, Chicago, 1955), Sec. 368. 

* Such a calculation must be made for 
purposes of computing the amount of gain 
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tax at the time of conversion, then 
the cost to the SBIC of the new stock 
is the cost to it of the securities sur- 
rendered in the exchange. If the con- 
version is deemed a taxable event, 
then the cost is the value of the new 
securities received pursuant to the 
conversion. 


Transactions Relative 
to Debt Instruments 
Other Than Equity Securities 


As previously indicated, the tax ef- 
fects to an SBIC of transactions other 
than those specifically provided follow 
those of any other business corpora- 
tion having the same characteristics 
as an SBIC. In this respect, it should 
be noted that an SBIC will not qualify 
as a banking institution.** Moreover, 
an SBIC will not qualify as a regu- 
lated investment company, unless it 
specifically so elects.** 


For the foregoing reasons, transac- 
tions which produce losses from the 
sale, disposition or worthlessness of 
instruments not qualifying for the 
special rules above described will be 
taxed in the same manner as they 
vould be in the hands of any other 
corporate holder: 


A note held by an SBIC by reason 
of a loan under Section 305 of the 
Small Business Investment Act, or 
otherwise, would in general constitute 
a capital asset in the hands of the 
SBIC. In any event, the notes, if is- 
sued by a corporate obligor, would 
constitute a “security” for purposes of 
the Internal Revenue Code provision 
dealing with losses.2* Under that 
Code provision, a loss arising from 
such a security is specifically treated 


or loss realized by the SBIC when it later 
disposes of the stock so acquired. 

* See Secs. 581-601, 1954 Code. 

* See discussion at p. 18. 


* See Sec. 165(g) (1), 1954 Code. 
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as a capital loss.*®* One possible ex- 
ception to the foregoing may well oc- 
cur in those rare cases in which an 
SBIC acquires 95 per cent or more of 
the stock of a small business concern. 
In that case, losses resulting from the 
debt securities would be treated as 
ordinary losses, provided the require- 
ments of the applicable Code pro- 
vision 7° were met. 

Mortgages held by the SBIC would 
similarly constitute a “security” and 
would be taxed in the same manner 
as a note. 

Special reference should be made to 
any situation in which the obligor is 
not a corporation. In that case, the 
rules relative to capital loss treatment 
for securities would not apply, and the 
SBIC should receive an ordinary loss 
deduction for a worthless debt.?’ 


Transactions Relative 
to Operating Income of SBICs 


Treatment of income from divi- 
dends.—An SBIC may receive divi- 
dends from incorporated small business 
concerns and from other taxable 
United States corporations totally free 
of income tax. 


Among the most important of the 
special statutory provisions applicable 
to SBICs is that authorizing a deduc- 
tion for dividends equal to 100 per cent 
of the amount received as such. The 
basic prerequisite for availability of 


*In this respect, it should be noted that 
were the SBIC included within the defini- 
tion of a bank, an ordinary loss would be 
allowable. See Sec. 582, 1954 Code. 

* See Sec. 165(g) (3), 1954 Code. 

** See Sec. 166, 1954 Code. 

*Treas, Reg. Sec. 1.243-1(a) (2) (II). 
These regulations made it clear that the 
dividends must be received for a taxable 
year of the SBIC beginning after September 
2, 1958. 

* The requirement that such a statement 
be filed as a prerequisite to obtaining the 
dividend is a regulatory—rather than a stat- 
utory—requirement. 
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this deduction is the same as that in 
the case of any other dividend re- 
cipient—namely, that the dividends 
be paid to the SBIC from a “domestic” 
corporation “subject to taxation” un- 
der Chapter 1 of the Internal Revenue 
Code. 


Assuming that the dividends re- 
ceived otherwise meet the test of the 
dividends-received deduction under 
Section 243 generally, it is additionally 
necessary that the SBIC specially 
qualify as there provided.** Thus, the 
SBIC must constitute a “federal li- 
censee” under the Small Business In- 
vestment Act itself. In addition, the 
recipient SBIC must attach to its re- 
turn a statement that it was such a 
federal licensee at the time of the 
receipt of the dividends.” 


It should also be noted that the test 
of whether a “dividend” has been 
received is determined under other 
generally applicable provisions of the 
Internal Revenue Code (principally 
Section 316). In this respect, it is 
necessary that the distribution pur- 
portedly made as a dividend by the 
small business concern to the SBIC 
constitute, in fact, a distribution out 
of “earnings and profits.” °° Again it 
is to be noted that stock redemptions 
which are dividends also will qualify 
for the 100 per cent dividends-received 
deduction.*! 


Problems relative to bad-debt-re- 
serve allowance.—An SBIC has no 


* See “Dividends and Earnings Profits,” 
Tax Management Portfolio (Bureau of Na- 
tional Affairs, Washington, D. C., 1960). 

“See Secs. 301 and 302(d), 1954 Code. 
A distinction should be made as to stock 
disposition situations which are taxed at 
ordinary income rates (but not by treat- 


ment as a dividend). This would occur in 
any case in which the small business concern 
stock disposed of was stock in a collapsible 
corporation or stock which is “Section 306” 
stock. 





direct statutory authority to establish 
a tax-deductible bad debt reserve. 


The bad debt provisions of the In- 
ternal Revenue Code authorize * a 
deduction for losses resulting from 
wholly or partially worthless debts. 
Under both the statute and the regu- 
lations, such allowance may be made 
on a situation-by-situation basis (the 
specific charge-off method) when the 
losses are realized, or on the basis of 
an annual deduction “for a reasonable 
addition for a reserve for bad debts.” 
In order to obtain the benefits of an 
annual reserve deduction, however, 
the taxpayer must maintain reserve 
accounts on its books; and it may not 
add to the reserve an amount exceed- 
ing the normal business needs, which 
are based on facts existing at the close 
of the taxable year of the proposed 
addition to the bad debt reserve. 


In general, the Internal Revenue 
Service properly applies principles 
which take into account the operating 
history of the concern seeking the 
bad-debt-reserve method. Since SBICs 
have little history as of the present 
time, the establishment of such a re- 
serve will present considerable prob- 
lems of proof. However, it is not 
impossible that some allowance may, 


* See Sec. 166, 1954 Code. 

* Compare IRS treatment respecting 
banks under Mim. 6209, 1947-2 CB 26, 
wherein it is provided \(in 5) that a newly 
organized bank may set up a reserve coin- 
mensurate with other banks’ experience “in 
the same locality.” 

* See Sec. 165(g¢)(2)(C), 1954 Code. 

®See Sec. 165(g)(1), 1954 Code, which 
holds that if a security is a capital asset, 
loss resulting from its worthlessness is 
treated as a capital loss. 

*In order to fall within the bad debt 
provisions, it is-necessary that the deben- 
tures and the bonds or notes avoid statutory 
classification as a “security” under Sec. 
165(g)(2)(C), 1954 Code. The tests of 
such classification are that the notes or 
debentures be issued by a corporation with 
interest coupons or in registered form. Ac- 
cordingly, a loan made pursuant to Sec. 305 
of the SBIA would qualify for bad-debt- 
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in due course, be authorized in the 
light of the unusual risk areas which 
an SBIC can be expected to enter.** 


An over-all restriction on bad debt 
allowance occurs from the fact that 
none of the provisions are applicable 
where the debt is “evidenced by se- 
curity” as specially defined.** If the 
debt is so evidenced, then losses re- 
specting it constitute capital losses.*® 


Loans made to incorporated small 
business concerns, pursuant to Sec- 
tion 305 of the Small Business Invest- 
ment Act, may be available for bad- 
debt-reserve treatment, depending upon 
the precise nature of their terms.** 


In instances of loans evidenced by 
convertible debentures under Section 
304 of the Small Business Investment 
Act, however, it is doubtful if a 
bad-debt-reserve allowance could be 
substantiated until some statutory 
amendment is enacted. 


Reasonable freedom from accumu- 
lated earnings tax.— General —Normal 
business corporations are subject to 
a statutory penalty surtax on earnings 
accumulated in excess of the reason- 
ably anticipated needs of the business. 
Moreover, if the corporation is a 
“mere holding or investment com- 


reserve treatment if made to a nonincorpo- 
rated small business concern, If the loan 
or convertible debenture arises in connection 
with a corporate small business concern, 
then a bad debt reserve could be established 
against such loan or debenture only if no 
interest coupons existed, or if the instru- 
ment was not in registered form. To avoid 
the “registered form” requirement, there 
should be no recordation of the instrument 
on the books or records of the small busi- 
ness concern. 

In the light of the foregoing, it appears 
that very little, if any, bad debt allowance 
will be authorized in the case of most 
SBICs, This result would follow both from 
the nonexistent, or limited, history of the 
SBIC and from the likelihood that most of 
the instruments held by SBICs would be 
treated as securities against which bad- 
debt-reserve allowances are not available. 
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pany,” a presumption of ‘unreasonable 
accumulation” automatically exists. 
Due to special Treasury regulations, 
a properly licensed SBIC can, how- 
ever, avoid the tax-avoidance pre- 
sumption, provided it keeps its funds 
actively invested or committed. 


A pplication of rule to SBICs.—Statu- 
tory rules of long standing have made 
applicable a special surtax (27% per 
cert or 38% per cent) on corporations 
which accumulate surplus for the pur- 
pose of avoiding the dividend tax on 
shareholders.** 


Not only are all corporations gen- 
erally subject to the accumulated earn- 
ings tax, but corporations which are 
“mere holding or investment com- 
panies” are regarded as presumptively 
having violated the rule. Moreover, 
since an SBIC is basically an invest- 
ment company, the penalty surtax 
would be applicable were it not for 
special provisions in the income tax 
regulations specially adopted by the 
Treasury. These provide that the 
“mere holding or investment company” 
(and therefore the tax-avoidance pre- 
sumption) can be overcome by an 
SBIC'so long as certain specific tests 
are met: 


(1) The SBIC must comply with 
all of the provisions of the Small 
Business Investment Act and the 
regulations thereunder. 

(2) The SBIC must “actively” en- 
gage in the business of providing 
funds. to small business concerns. 
Such funds must be provided either 
through the purchase of convertible 
debentures issued by the small busi- 
ness concerns or through disburse- 
ments to them of long-term loans. 


The above rules suggest that if an 
SBIC fails to meet any of the regu- 
latory rules published by the Small 
Business Administration, such SBIC 
can be penalized not only from a 


* See Pt. 1 of Subchapter G, 1954 Code. 
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supervisory standpoint, but from a 
federal income tax standpoint as well. 
By the same token, a failure of the 
SBIC to meet supervisory orders or 
rules which do not have a status of 
regulations would not appear to sub- 
ject the SBIC to. accumulated-earn- 
ings-tax surtax. 

The SBIC may also lose the bene- 
fits of removal from the “mere holding 
or investment company” classification 
if it becomes dormant or otherwise 
ceases to invest its funds on an 
“active basis.” Periodic disburse- 
ments of such funds will be required 
in order to maintain the desired status. 
On the other hand, should the SBIC 
(whether by design or circumstance) 
find itself unable either to make loans 
or purchase debentures on a regular 
basis or to demonstrate realistic future 
plans to do so, its failure to so operate 
may induce the tax-penalty presumption. 


More generally, it is essential that 
an SBIC recognize that the mere fact 
that it can avoid the presumption of 
“holding or investment company” 
status does not avoid all possible ap- 
plication of the accumulated earnings 
tax. Thus, the SB{C must also carry on 
its business so that it does not unduly 
accumulate its earnings beyond its 
“reasonable” needs, or “reasonably 
anticipated”. needs. This suggests 
that the SBIC should be vigilant to 
demonstrate its continuing need for 
accumulated earnings, either for the 
purpose of making future loans or for 
the purpose of purchasing convertible 
debentures. 

It should be finally noted that the 
accumulated earnings tax, if applica- 
ble, will operate to subject to surtax 
all dividends received (as to which 
the 100 per cent dividends-received 
deduction would otherwise be avail- 
able). Of course the debenture or 
stock will remain untouched by the 
penalty surtax. 





Qualification as 
Regulated Investment Company 


General.—An SBIC may, and under 
certain circumstances must, qualify 
in the same manner as any other 
business corporation for treatment 
under the regulated investment company 
provisions of the Internal Revenue 
Code.** Should an SBIC so qualify, 
it becomes entitled to a _ separate 
set of tax rules which substantially 
eliminate any corporate level tax to 
the SBIC. At the same time, both the 
SBIC and its investors retain the 
benefits (such as the 100 per cent 
dividends-received deduction and the 
ordinary loss for small business con- 
cerns and SBIC stock) which were 
enacted for it alone. Qualification as 
a regulated investment company neces- 
sitates that the SBIC meet a series of 
Internal Revenue tests provided by 
the Code, the regulations and the 
rulings thereunder. 


Tax consequences if SBIC meets 
regulated investment company tests. 

If an SBIC qualifies and elects to be 
taxed as a regulated investment com- 
pany, certain additional special tax 
effects occur. Most important of these 
is that the SBIC itself is exonerated 
from ordinary income tax on substan- 
tially all of its income. This result 
flows particularly from the fact that 
the investment company can deduct 
all of the dividends paid to share- 
holders during the taxable year. 


Moreover, if the SBIC realizes 
capital gains, such capital gains may 
be “passed through” to the share- 
holders of the investment company 
without tax to the SBIC. Taxation 
to the shareholders of the SBIC oc- 
curs at a capital gains rate on capital 
gains passed through tothem. Alter- 
natively, the SBIC. may retain the 
capital gains by itself, paying the capi- 
tal gains tax. In such case, if the 


*® See Secs. 851-855, 1954 Code. 
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SBIC notifies its shareholders of the 
amount so retained, the shareholders 
include the amount of the gain in their 
gross income and receive a tax credit 


for the amount of the tax paid on their 
behalf by the SBIC. 


In order to qualify for regulated in- 
vestment company treatment, how- 
ever, the SBIC must meet a series of 
rules. These include the requirement 
that at least 90 per cent of its gross 
income be derived from dividends, 
interest and gains from the sale of 
securities. In this respect, it would 
appear that a substantial amount of 
income derived from management or 
counseling services by the SBIC 
could, under certain circumstances, 
prevent qualification. In addition to 


the 90 per cent test, it is also neces- 
sary that the investment company de- 


rive less than 30 per cent of its gross 
income from the sale of securities held 
for less than three months. Also in- 
cluded limitations which 
necessitate that the investment com- 
pany hold at least 50 per cent of the 
value of its total assets in cash and 
specially designated securities. 


are asset 


Beyond all the foregoing, it is also 
required that the SBIC register under 
the Investment Company Act of 1940, 
either as a management company or 
as a unit-investment trust. 


TAX ASPECTS FROM STANDPOINT 
OF INVESTORS IN SBICs 


General Provisions 


The tax treatment of investors in 
SBICs follows the treatment of share- 
holders generally (subject only to the 
special provisions hereafter noted). 
Thus, a profitable sale of stock of an 
SBIC will generally be treated as a 
capital transaction in the hands of a 
shareholder who is not a dealer in 
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securities.*® Similarly, rules relative 
to computing the amount of gain or 
loss on sales or disposition and to non- 
taxable exchanges, etc., are the same 
as those applicable to other taxpayers. 


Reasonable Freedom from 
Personal Holding Company Surtax *° 


One of the most punitive provisions 
of the Internal Revenue Code (Part 
Il, Subchapter G) ‘is the special sur- 
tax (from 75 to 85 per cent) on corpo- 
rations which fall within the scope of 
personal holding company provisions. 
Such surtax would apply to all divi- 
dends received by the SBIC, including 
those otherwise subject to the 100 per 
cent dividends-received deduction. 

In consequence of legislation en 
acted in 1959,** an SBIC is exonerated 
from personal holding company char- 
acterization, provided a series of tests 
are met: 

(1) The SBIC must be licensed by 
the Small Business Investment Act. 

(2) The SBIC must be “operating” 
under the Small Business Investment 
Act of 1958 (including the regulations 
issued thereunder). 


(3) The SBIC must be “actively” 
engaged in the business of providing 
funds to small business concerns. 


It should be noted that, by reason of 
the 1960 amendments, the SBIC can 





“In this respect, it should be pointed 
out that, in certain limited circumstances, it 
might be possible to characterize an SBIC 
as a collapsible corporation. If such a 
characterization obtains, of course, any profit 
on stock in an SBIC would be treated as an 
ordinary income event. While the possi- 
bility of such characterization is remote, it 
could obtain if the SBIC holds stock in 
small business. concerns which are them- 
selves collapsible corporations, if the ac- 
tivity of the SBIC in holding stock in 
collapsible small business concerns is sub- 
stantial. (See Sec. 341(b)(1), 1954 Code, 
and Treas. Reg. Sec. 341-5(b).) 

The basic possibility in which this dif- 
ficulty could arise would occur in the case of 
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(under the SBA regulations) now 
“provide funds” to small business 
concerns through the purchase of 
“equity securities,” including common 
stock. This broadening of the SBIC’s 
flexibility should alter the force of the 
personal holding company surtax ex- 
emption. 


(4) No shareholder of the SBIC 
may own, “directly or indirectly,” a 
stated percentage of interest in a small 
business concern to which the SBIC 
provides funds. In the case of a small 
business concern which is not incor- 
porated, the amount of the “interest” 
is 5 per cent. This determination is 
made by reference to “proprietary” 
interest.*? In the case of a small busi- 
ness which is incorporated, the amount 
of the interest is fixed at 5 per cent 
of the outstanding stock. Presumably, 
such 5 per cent figure will be measured 
by reference to the value of all classes 
of stock which are outstanding during 
the taxable year. 

Moreover, in determining whether 
or not the ownership is equal to the 
5 per cent amount, the special personal 
holding company constructive owner- 
ship rules of Section 544(a) (2) will be 
applied. Under these rules, an in- 
dividual is considered to own all of 
the stock owned by his brothers, sis- 
ters, spouse, ancestors and lineal de- 
scendants. Thus, if a husband, a 
shareholder in an incorporated small 





an SBIC which owned stock in a series 
of small business concerns—the majority 
of which were collapsible corporations. If 
the SBIC did not have other assets so that 
the limitations of Sec. 341(d) or Sec. 341(e) 
would obtain, the possibility exists that the 
collapsible corporation characterization would 
follow through to the SBIC itself. 

“ The personal holding company surtax is 
treated under the investors’ portion of this 
discussion, since its effect can be avoided 
by careful restriction of shareholder owner- 
ship as described in the text. 

“See P. L. 86-376, Sec. 3(a), adding Sec. 
542(c)(11) to the 1954 Code. 

“ Presumably, the degree of ownership is 
ascertained under local] law. 
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business concern, owns 3 per cent of 
the stock in such concern, and if his 
grandson also owns 3 per cent, such in- 
dividual falls within the 5 per cent 
amount referred to in the statute. 
Ownership is regarded as owned 
whether held directly or indirectly. 
Accordingly, stock-in a small business 
concern held by a broker would be 
deemed owned by its beneficial owner. 

It is essential to note that the 5-per- 
cent-rule test will apply to any share- 
holder in the SBIC who owns any 
amount: of stock at any time during 
the taxable year. For example, as- 
sume that a shareholder owns 5 per 
cent in a small business concern which 
receives a loan from an SBIC. If 
such shareholder acquires 1 per cent 
of the stock in the SBIC for one day 
during the taxable year, then the 
SBIC’s entire personal holding com- 
pany tax exemption for that entire 
taxable year is destroyed. 


For this reason, it is obvious that 
no SBIC should make loans to, or 
purchase debentures in, a small busi 
ness concern unless it has been clearly 
determined that there is no cross- 
ownership existing under the circum- 
stances described above. 


Investor Losses and Gains 
on SBIC Stock 


General.—One of the major tax in- 
ducements to an investor contemplat- 
ing formation or commitment of funds 
to an SBIC is the unusual possibility 
of continuing to receive a capital gain 
on any profits realized from his in- 


vestment, while, at the. same time, 
such investor is enabled to “cushion” 
and “hedge” his investment through 
the special allowance of an ordinary 
deduction for realized losses. Au- 
thority for this appears under Section 
1242 of the Code and is applicable to 
“any” stockholder in an SBIC who 
sustains a loss in a taxable year be- 
ginning after September 2, 1958. 


Treatment of losses.—A taxpayer 
holding stock in an SBIC may treat 
losses in connection with SBIC stock 
as a deduction against ordinary in- 
come under the following specific 
circumstances : 

(1) The loss must occur as a result 


of the worthlessness, sale or exchange 
of SBIC stock. 


(2) The SBIC must have been li- 
censed at the time at which the loss 
is sustained to operate as such, pur- 
suant to regulations of the Small Busi- 
ness Administration. 


(3) The loss would be a capital loss 
were it not for the special provisions 
of Section 1242. (In this respect, loss 
respecting SBIC stock by a person 
who is a broker in securities would 
not, in general, be treated under Sec- 
tion 1242, for example). 


(4) The taxpayer who claims a de- 
duction for a Section 1242 loss must 
file with his income tax return a state- 
ment indicating (a) the name and 
address of the SBIC issuing the stock ; 
(b) the number of shares held by the 
taxpayer; (c) his stock basis -for 
the shares; (d) thé selling price of the 
stock as to which the loss is claimed ; 
(e) the dates of purchase and sale of 
such and .(f) in applicable 
cases, the reason for the worthless- 
ness of the stock and the approximate 
date thereof. 


stock ; 


The Treasury regulations also add 
certain additional pertinent rules. One 
of these permits taxpayers to avail 
themselves of a Section 1242 loss even 
though they are not the original hold- 
ers of the SBIC stock. Thus, if tax- 
payer A acquires stock on original 
issue from the SBIC and later sells such. 
stock to taxpayer B who ultimately 
sells such stock, both taxpayers A and 
B .are entitled to the benefits of Sec- 
tion 1242. In addition, thé regulations 
make it clear that the statutory rules - 
relative to the net operating loss per- 
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mit. taxpayers holding SBIC stock to 
treat losses respecting it as business 
losses in computing the net-operating- 
loss deduction. 


In consequence of all of the fore- 
going, a taxpayer holding SBIC stock 
may regard himself as having a built- 
in “ordinary income deduction cushion” 
against the stock’s possible diminu- 
tion in value. 


Stock in SBIC Acquired 
- Through Exercise of Stock Option 


General.—As in the case of any 
other corporation, .an SBIC is em- 
powered to issue: options for the ac- 
quisition of its stock. These options 
(when issued to employees) can be 
tax-free upon receipt of the option and 
acquisition of the stock, and taxable 
_ to the employee as a capital gain upon 
its disposition if the option qualifies 
as a restricted stock option under Sec- 
tion 421 of the Code. If the option 
does not so qualify, different rules 
apply, as hereafter discussed. 

Moreover, in any situation in which 
the SBIC itself is subject to the pro- 
visions ‘of the Investment Company 
Act of 1940, the issuance:of stock op- 
tions may be prohibited or restricted 
by reason of Sections 18 and 23 of 
that act, or otherwise. 


Restricted stock options.—If the 
optionholder is an employee of the 
SBIC, then the specific statutory bene- 
fits of Section 421 are available. Un- 
der Section 421, it is necessary that 
the purchase price be set at at least 
85 per cent of the fair market value of 
the stock subject to option, but, deter- 
mination of the option price, com- 
putable at the time the option is 
granted, often presents practical dif- 
ficulties of calculation in any case in 





“See Treas. Reg. Sec. 1.421-1 and, gen- 
erally, “Stock Options,” Tax Management 
Portfolio (Bureau of National Affairs, Wash- 
ington, D. C., 1960). 
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which the SBIC dete not have stock 
which is publicly traded. 


In addition, many other detailed 
rules. govern the tax treatment of re- 
stricted-stock-option stock. These 
include such items as the requirement 


that the period in which the option is 


exercisable must not exceed ten years 
from the date of option. Further, the 
option must be exercisable only by an 
optionholder during his lifetime while 
the optionholder is an employee; and 
the stock acquired. by reason of the 
option may not be disposed of within 
two years from the date the option 
was granted, or six months from the 
date on which the stock itself was ac- 
quired. Other detailed regulations 
and rulings governing restricted op- 
tion stock must be carefully considered 
by an SBIC contemplating its issuance.** 


“Unrestricted” option granted em- 
ployees.—Where a stock option is 
granted to an employee of the SBIC, 
but such option does not constitute 
a restricted stock option, none of the 
statutory rules apply. In lieu thereof, 
a series of rules are spelled out in re- 
cent Treasury regulations. In general, 
these hold that the employee-option- 
holder realizes compensation when he 
exercises the option and. acquires: the 
stock.** 


Options granted shareholders and 
promoters.—Of undoubted import- 
ance to SBICs, particularly those 
newly formed, are tax rules govern- 
ing the treatmerit of stock options 
granted promoters and/or persons who 
are shareholders in the SBIC. In 
neither instance are the tax rules ap- 
plicable to the exercise spelled out in 
the regulations or the Code. The tax 
effects will depend on whether, and to 
what extent, the promoter or share- 
holder renders services (such as pro- 


“Treas. Reg. Sec. 1.421-6. 





fessional underwriting) in consideration 
of the grant of the option or stock. 
One possibility is that the value of an 
option issued for services would be- 
come taxable to the optionee as of the 
time the option is received. Another 
possibility is that the optionholder 
will be taxed upon the spread between 
the market value and option price as 
of the date the option is issued. 


TABULAR 








LOSSES 


This entire subject is now under 


- consideration by the Treasury, and 


doubtless more definitive rules or: regu- 
lations will soon be issued: It would 
appear likely that to the extent that 
the option can be determined to be 
referable to the rendition of services, 
an ordinary income tax result will be 
sought by the government, 


SUMMARY 





GAINS 


Gains and 
losses on 
convertible 
debentures. 


Gains. and 
losses on stock 
acquired by 
conversion, 


Gains and 
losses on stock 
purchased. 


Gains and 
losses on stock 
acquired as 
stock dividend. 


Gains and 
losses on loans, 
notes, etc. 


Fees and 
commissions. 





Losses Ordinary 





Code Sec. 12 43 

If convertible 
debentures con- 
form to SBIA 
and regulations 
and if loss occurs 
while SBIC is 


licensed. 
Code Sec. 165(g) 
If CD issued by 


a 95% affiliate. 


Code Sec. 1243 


If stock ac- 
quired ‘by conver- 


sion of convertible 


debentures that 
conform, and if 
stock itself con- 
forms to act and 
regulations while 
SBIC is licensed. 





Losses Capital 


If convertible de- 
bentures do not con- 
form to the act and 
regulations, or if 
SBIC is no longer 
licensed, 


If convertible de- 
bentures and/or 
stock do not con- 
form, or if SBIC is 
no longer licensed. 


X 


Loss realized 
(based on fair value 
at time of receipt) 
is treated as cap- 
ital loss. 


Yes, under pres- 
ent law. 
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Taxable as 
Ordinary Income 


When CD is re- 
deemed or sold at 
or below redemp- 
tion price, gain is 
taxable as ordinary 
income not subject 
to dividends-re- 
ceived deduction. 





Taxable as Capital 
Gain 


When CD is re- 
deemed or sold, 
amount of gain 
above the stated 
redemption price is 
taxable as capital 
gain. 


If convertible debentures construed 
not to be debt—then treated as stock. 








If SBIC is a col- 


lapsible corporation. 


If stock holding 
is partially re- 
deemed (20% or 
less), then gain is 
treated as dividend 


100% deductible. 


Fair value of 
stock when re- 
céived is taxable as 
ordinary income, 
not subject to 100% 
deduction for divi- 
dends received. 





If SBIC is nota 
collapsible corpo- 
ration. 

If more than20% 
of SBIC’s holding 
of stock is re- 
deemed. 

If any or all of 
SBIC’s holding of 
stock is sold. 


X 


Gain realized 
(above fair value 
at time of receipt) 
is taxable as cap- 
ital gain. 
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LOSSES 


Losses Ordinary 


Dividends re- 
ceived on 
stock. 


GAINS 


Taxable as Capital 
Gain 


Taxable as 
Ordinary Income 


Sec. 243: 100% deductible from in- 
come—except stock dividends. SBIC 
must be licensed at time of receipt. _ 


Losses Capital 





Gains and 

losses due to 
exercise of 
conversion. 


Generally speaking, no taxable-event takes place; circumstances must 
not establish a taxable “reorganization.” 








If stockholder 
is not a securi- 
ties dealer. 


Gains and 
losses on sale 
of stock in 

SBIC. 





If stockholder is 
not a securities 
dealer. 


If stockholder is 
a securities dealer. 


If stockholder is 
a securities dealer. 




















SBIC exemption from accumu- 
lated earnings tax 





Must comply with SBIA and 
regulations 


Qualification as a regulated investment company; must 
have 90% of gross from dividends, interest and capital 
gains,. and less than 30% from short-term security gains; 
50% of. assets must be in cash and designated securities; 
must register under Investment Company Act of 1940. 





Exempt from tax on.almost all income due to (1) 100% 
deduction of dividends received and (2) deduction of all 
SBtC dividends to shareholders. 


_ 








Must “actively” engage in busi- 
ness under the act 


May “pass through” capital gains without tax, or may pay 
cap tal gains tax itself, passing tax credit to stockholders. 





No undue accumulation of earn- 
ings beyond needs of SBIC 


Stockholders pay tax on income passed through at stock- 
holders’ ‘rate, except pay capital gains tax rate on capital 
rans passed through. 

















SBIC stockholders - 


Reasonably free of: personal holding company surtax, if 
SBIC is licensed; SBIC is operating under the SBIA and 
regulations; SBIC is actively providing funds to small 
business concerns; no SBIC stockholder owns 5% 
more of small business concern financed by SBIC. 

Sec. 1242. Loss realized on sale of SBIC stock deductible 
from ordinary income; gains taxable at capital gains rate. 


or 








Restricted options on SBIC 


stock 


Sec. 421. No tax on exercise of option. 





Unrestricted options to em- 


ployees 


Options on SBIC stock to share- 
holders and promoters 





Bad debt reserve 


Small Business Investment 





Possibility of tax on “value” of option at the time the 
option is exercised. 


If option given for services rendered, government is likely 
to tax as ordinary income. Additional Treasury rules 
expected. 


No established formula. 





Tax Effects of Contingencies 
in Unfunded Deferred Compensation 


A cautious draftsman of deferred compensation contracts includes forfeiture 
and limiting provisions. The limitations and the contingencies often 

have various tax effects on such agreements. This article is a new study 

of this problem, delving into the rule of constructive receipt, capital gain 
treatment, how social security payments should be considered for maximum 
benefit, deductibility by the employer, and estate tax consequences. The 
author is associated with the firm of Foley, Sammond & Lardner in Milwaukee. 


EVERAL RECENT CASES and rulings have focused the atten- 

tion of many practitioners upon deferred compensation contracts 
and, more particularly, have reopened the question of the desirability 
of inserting various contingencies and limitations in such agreements. 
It has long been the practice of cautious draftsmen to include for- 
feiture conditions in unfunded plans, in order to rule out the possibility 
that the employee will be deemed to have constructively received 
deferred payments at the time they are earned or at the time of 
retirement. 


Ordinarily, the contract would make deferred payments forfeitable 
if the executive terminated his employment prior to retirement, other 
than by death, and would make deferred payments after retirement 
contingent upon the executive’s rendering advisory services when 
called on and upon the executive’s refraining from competition with 
his former employer after retirement. Other postretirement conditions 
often inserted are the requirement that the executive seek permission 
from the company before leaving the country and the duty to pay 
stipulated liquidated damages for the disclosure of any trade secrets 
or confidential information. In addition, prudent practitioners have 
frequently inserted the limitation that the contract shall not be assign- 
able by the employee. 


These contingencies and limitations affect various tax conse- 
quences of deferred compensation agreements. Those of most import- 
ance, which are to be examined in some detail here, are (1) constructive 
receipt by the employee at the time the payments are earned or 
upon retirement; (2) the availability of capital gain treatment for 
lump-sum distributions drawn down by the employee from qualified 
pension or profit-sharing plans; (3) the possible loss of social security 
benefits; (4) the deduction by the corporation for the deferred pay- 
ments; and (5) the inclusion of the value of death benefits in the 
gross estate of the employee. 
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Plans 
By JAMES R. MODRALL 


Consideration will be limited to 
unfunded plans, since the tax dis- 
advantages of funded plans—namely, 
the denial by the Treasury: of. a 
deduction. to the employer if the 
employee’s rights are forfeitable* and 
the imposition of a tax on the em- 
ployee if his rights are nonforfeitable * 
—rule out the use of funded plans in 
most instances. It is assumed through- 
out that the deferred payments, when 
added to the regular compensation 
of the employee, do not exceed. the 
bounds of reasonableness imposed by 
Section 162. Moreover, this discus- 
sion is confined to the original draft- 
ing of deferred compensation con- 
tracts or the modification of contracts 
under which no payments are earned 
or currently due. The modification of 
contracts under which an employee is 
currently entitled to payments from 
his employer will be: ineffective to 
defer taxability.® 


Constructive Receipt 


Probably the principal reason for 
placing conditions upon the rights 
of an employee to receive deferred 
compensation payments has been the 
desire to avoid the possibility that 


* Treas. Reg. Sec. 1.404(a)-12. The Court 
of Claims has refused to follow the regu- 
lation, holding that the employer can claim 
a deduction when payment is finally made 
to the employee. Russell Manufacturing 
Company v. U. S., 59-2 ustc $9582, 175 
F, Supp. 159 (Ct. Cls.). However, the Com- 
missioner has refused to follow Russell. 
Rev. Rul. 59-383, I. R. B. 1959-49, 30. 





Unfunded Deferred Compensation Plans 


the employee will be taxed on the 
compensation in the year earned, or 
at the time of retirement, under a 
theory of constructive receipt or pos- 
sibly on the theory that the employee 
has received a taxable economic bene- 
fit. Both of these theories will be 
discussed herein. Revenue Ruling 
60-31* has recently removed many, 
but by no means all, of the uncer- 
tainties concerning these problems. 


The ruling deals specifically with 
the problem of the taxable year of the 
inclusion of deferred compensation 
payments in the gross income ofa 
cash-basis taxpayer. The ruling gives 
several examples as guides, and out- 
lines the Treasury’s position in each 
of these factual situations. The first 
example, which is most germane to 
this discussion, indicates that the Treas- 
ury does not require that such de- 
ferred payments be conditional upon 
any performance or nonperformance 
by the employee in order to avoid 
constructive receipt either in the year 
the payments are earned or at retire- 
ment. ° 


In this example, the taxpayer and 
his employer entered into an unfunded 
deferred compensation contract, with 
the deferred payments to begin only 
upon termination of employment, the 
taxpayer's becoming a part-time em- 
ployee or his becoming incapacitated 
-~-whichever occurred first. The ex- 
ample explicitly states that there are 
no conditions in the contract whereby 
the employee might forfeit his rights 
to receive the deferred payments. It 
was held that the taxpayer, under 
these circumstances, recognized gross 
income only in the taxable years in 


* Rev. Rul. 57-37, 1957-1 CB 18; modified 
by Rev. Rul. 57-528, 1957-2 CB 263. 

*See George W. Drysdale, CCH Dec. 
23,604, 32 TC 378 (1959); Rev. Rul. 60-31, 
I. R. B. 1960-5, 17, Ex. 3. 

*T. R. B. 1960-5, 17. 








which he received the installment pay- 
ments in cash or other property. As 
long as the contract was not funded, 
there was no constructive receipt of 
cash or other property since “a mere 
promise to pay, not represented by 
motes or secured in any way, is not 
regarded as a receipt of income” un- 
der the cash basis. 


While the ruling (Rev. Rul. 60-31) 
explicitly states that contingencies 
are not essential to the avoidance of 
constructive receipt, it does not deal 
with the question of the assignability 
of the contract or contract rights as 
it affects the question of receipt, ac- 
tual or constructive, of an economic 
benefit. The ruling does state that 
a cash-basis taxpayer will be taxed 
on the receipt of cash equivalents, 
whether actual or constructive. This 
statement, coupled with the express 
limitation that a “mere promise to 
pay, not. represented by notes or se- 
eured in any way,”’® is not taxable 
income, seems to indicate that if the 
employee’s contract is freely alien- 
able so that he could sell it, it would 
likely be contended that the contract 
was in the nature of a note, or a cash 
equivalent, so as to be taxable to the 
cash-basis employee. 


The citation of E: T. Sproull,® in 
connection with another example, re- 
inforces this conclusion. In that case, 
the taxpayer's employer transferred 
a sum of money to a trustee in 1945, 
with directions to pay the taxpayer 
half in 1946 and half in 1947. It was 
held that the entire sum was taxable 
to the employee in 1945. The sum 
paid by the employer was in the na- 
ture of a bonus, to which the tax- 
payer had no legal right. The court 
recognized that the doctrine of con- 
structive receipt did not apply, be- 
cause the money was never subject 





*I. R. B. 1960-5, 20. 
*CCH Dec. 18,080, 16 TC 244 (1951), 
aff'd, 52-1 ustc J 9223, 194 F. 2d 541 (CA-2). 
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to the employee’s control; but the 
court applied the doctrine of cash 
equivalence or economic benefit to 
sustain the Commissioner. Among 
the factors stressed by the. court was 
the absence of any restriction upon the 
employee on his right to assign the 
contract. This right would produce 
economic benefit under this reasoning 
whether a deferred compensation con- 
tract is funded or unfunded. 


It does not appear that this ques- 
tion has been raised by the Commis- 
sioner in any case involving ‘an 
unfunded contract, and it can be argued 
that the omission of any mention of 
this problem from the discussion in 
Rev. Rul. 60-31 indicates that the as- 


‘signability of the contract is not deemed 


material. However, the ruling is ex- 
pressly applicable only to the question 
of constructive receipt—a separate 
question, according to the court in 
Sproull, The. Sixth Circuit in -Drys- 
dale v. Commissioner,’ in holding for 
the taxpayer, recognized this distinc- 
tion and distinguished Sproull on the 
ground that Drysdale could not. as- 
sign his contract. 


Therefore, in the absence of any 
contingencies, such as those described 
above, it. seems quite possible that 
any contract which awarded nonfor- 
feitable rights and which was freely 
assignable would result in the impo- 
sition of tax on the employee prior to 
the receipt of the deferred compensa- 
tion payments, If this reasoning were 
followed, it is possible that the em- 
ployee would be taxed at the time 
his rights accrue. If forfeiture con- 
ditions were inserted, but applied only 
to the period prior to retirement, it 
is possible that the value of the de- 
ferred payments would be taxed to 
the employee at the time of retire- 
ment. Consequently, to safeguard the 


*60-1 ustc 7.9415, 277 F. 2d 413 (CA-6). 
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employee, it seems advisable to re- 
tain nonassignability provisions in de- 
ferred compensation contracts if no 
forfeiture conditions are inserted, in 
order to forestall any contentions that 
he has realized a taxable economic 
benefit prior to the receipt of the de- 
ferred payments. 


Despite Rev. Rul. 60-31, it may be 
wise tlot to abandon contingency pro- 
visions altogether. For one thing, 
courts in the past have used the test 
of whether an employee would have 
been willing to accept an earlier pay- 
ment in determining the tax results of 
deferred compensation arrangements.® 
The ruling concedes that “the statute 
cannot be administered by speculat- 
ing whether the payor would have 
been willing to agree to an earlier 
payment,” ® but all the Commissioner’s 
holdings are hedged by the statement 
that the applicability of the doctrine 
of constructive receipt depends upon 
specific factual situations. The rul- 
ing may be circumvented by the as- 
sertion that different facts are involved, 
or by the contention that under the 
particular facts of a given case there 
is no speculation on the question of 
whether the employee would have been 
willing to accept earlier payments. 


Heretofore the discussion has been 
directed toward new deferred com- 
pensation contracts, The acquiescence 
by the Commissioner in the decision 
in James F. Oates *® indicates that the 
modification of an existing contract 
prior to the time at which payments 
are due will be accorded validity for 
tax purposes under the same princi- 
ples that were enunciated therein for 
original contracts. The ruling makes 
it clear that forfeitability prior to re- 
tirement—for example, by termination 
of employment—will not affect the 





°E.9., George W. 
note 3. 
*T. R. B. 


Drysdale, cited at foot- 


1960-5, 20. 
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question of constructive receipt. Fur- 
thermore, the decisions in Oates and 
Drysdale demonstrate that the exist- 
ence of contingencies after retirement 
should not affect this question. 


In Oates, a general agent for a life 
insurance company had a nonforfeit- 
able contract right to receive renewal 
commissions after his retirement as 
renewal premiums were received by 
the company. Prior to his retirement, 
the contract was modified by mutual 
consent to permit the taxpayer to 
elect, at retirement, to receive his re- 
newal commissions as received by the 
company, or to receive equal monthly 
installments until the commissions cred- 
ited to his account had been paid. 
30th the Tax Court and the Seventh 
Circuit held that the taxpayer would 
be taxed only on the equal monthly 
installments as received. 


George W. Drysdale ™ involved the 
modification of a deferred compensa- 
tion contract with Briggs Manufac- 
turing Company. 


Before the employee 
reached retirement age, at which time 
he was entitled to begin receiving 
payments, the employee ceased full- 
time employment with Briggs and 
went to work for another company. 
The contract was modified by mutual 
consent to provide for reduced pay- 
ments—Briggs to begin annual pay- 
ments immediately to a trustee, and 
Drysdale to begin receiving payments 
from the trustee at age 65 or at an 
earlier complete retirement. 


The Tax Court and the Sixth Cir- 
cuit disagreed as to the construction 
of the: contract. The Tax Court, in 
sustaining the Commissioner, inter- 
preted the contract as giving the em- 
ployee the right to payments at the 
time of the modification and a non- 
forfeitable right to the payments made 





"CCH Dec. 19,049, 18 TC 570 (1952), 
aff’d, 53-2 uste J 9596, 207 F. 2d 711 (CA-7); 
Rev. Rul. 60-31, cited at footnote 3. 

"Case cited at footnotes 3 and 7. 
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to the trustee. In reversing, the Sixth 
Circuit pointed out the error of both 
interpretations. In fact, said the court, 
there was no current right to pay- 
ments and the obligation to render 
advisory services made the payments 
forfeitable. Logically, therefore, this 
case leads to the conclusion that if 
forfeitability defers taxation under a 
funded plan, it should clearly do so 
under an unfunded plan. 


The modification of an existing con- 
tract which changes the time of pay- 
ment may require substantial nontax 
reasons which are not necessary in 
the formation of an original contract. 
The business reasons for modification 
were dwelt upon at length in both Oates 
and Drysdale ; and in another Tax Court 
case, Howard Vcit,’* the court stressed 
the arms-length dealing which lent 
tax substance to the deferral of bonus 
payments which had been earned by 
the employee, but were not yet pay- 
able at the time of the modification. 
The question then arises whether a 
modification which merely removes 
or inserts contingencies in an exist- 
ing contract will be subject to the 
same scrutiny. -While there is no 
direct authority on this point, -logi- 
cally the answer should be no. It 
has already been shown that the pres- 
ence or absence of such contingencies 
will not alter the determination of 
constructive receipt under the origi- 
nal contract and will not affect the 
tax validity of a modification of the 
time of payment, which has more di- 
rect tax consequences than the mere 
insertion or deletion of contingencies. 


Capital Gain 


Many executives for whom deferred 
compensation arrangements are made 
also have rights under qualified pen- 
sion or profit-sharing plans in their 


*™CCH Dec. 15,718, 8 TC 809 (1947). 
* Sec. 402(a) (2). 
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companies. Under Section 402, gov- 
erning the taxability of benefits from 
such qualified pension or profit-sharing 
trusts, an employee is entitled to capi- 
tal gains treatment if all the amounts 
due him from a qualified trust are 
distributed within one taxable year of 
the employee “on account of the em- 
ployee’s death or other separation from 
service, or on account of the death 
of the employee after his separation 
from service.” ** This raises the ques- 
tion of whether forfeiture contingencies 
in a deferred compensation arrange- 
ment—namely, the obligation to 
perform advisory services—will jeopar- 
dize the rights of the employee to 
capital gain treatment for distributions 
from qualified plans after retirement. 


This question turns on the inter- 
pretation of. the phrase “separation 
from service.” The regulations give 
no hint as to the interpretation of this 
phrase by the Treasury. If the stat- 
ute had been framed in terms of “ter- 
mination of employment,” it would 
seem clear that the rendition of serv- 
ices in a nonemployee capacity after 
retirement would not endanger capi- 
tal gain treatment. However, the 
“separation from service” does seem 
to be broader in scope and to extend 
to rendition of services, even in a 
nonemployee capacity. 


The rulings interpreting this phrase 
give no clear answer to the question 
of whether a former employee who 
continues to render services as an in- 
dependent contractor has made a “sepa- 
ration from service.” In Rev. Rul. 
56-214,"* an employee received a lump- 
sum distribution from a qualified profit- 
sharing plan at age 60, but he continued 
to work for his employer and received 
the same salary as before. It was 
held that he was not entitled to capi- 
tal gain and that in order to. be so 
entitled, he “must have completely 


* 1956-1 CB 196. 
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severed his employment relationship.” 
This phrase in itself would imply that 
a relationship as an independent con- 
tractor would not result in the denial 
of capital gain treatment on lump- 
sum distributions, but the ruling also 
states that an employee will not be 
entitled to capital gain unless he has 
“severed his connection” with his em- 
ployer, which would seem to include 
the connection as an independent 
contractor. 


Revenue Ruling 57-114*° also con- 
tains conflicting language: In that case, 
the question was the taxability of a 
lump-sum distribution from a qualified 
trust to an officer in retirement who was 
performing limited services—such as, 
attendance of directors’ meetings— 
without compensation. Denying capi- 
tal gain treatment, the ruling states 
that there. must be “complete termi- 
nation of the employment relationship” 
and makes the following ambiguous 
comment: 


“|T]here must be a complete sever- 
ance of all relationships between the 
employer and the employee, as such. 
Rendition of services or being em- 
ployed to render services and not the 
element of compensation is the de- 
terminative factor in seeking to estab- 
lish whether or not there has been a 
separation from the service.” *® 


Judicial authority is no more en- 
lightening. Frank B. Fry*' also in- 
volved an employee who continued 
to. render services after retirement. 
In that case, the taxpayer collected 
in a lump sum the entire amount due 
him under a qualified pension plan 
when he reached the age of -70; how- 
ever, although he spent much more 
time in leisure activities, he continued 
to draw a full salary. In holding that 
he was not entitled to capital gain, 
the court emphasized the fact that he 





* 1957-1 CB 160. 
* 1957-1 CB 161. 
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was still drawing. his salary and had 
not. retired. The court did not state 
whether a complete severance.of con- 
nection was necessary. 


While it seems likely that the statute 
was intended to cover termination of the 
relationship of employer-employee, and 
not to deter the rendition of advisory 
services in the capacity of an inde- 
pendent contractor after retirement, 
the broad scope of the statutory lan- 
guage and the ambiguity inthe ex- 
tant rulings make it advisable for a 
practitioner drawing a deferred com- 
pensation arrangement to attempt to 
avoid the problem, or at least to in- 
form the employee of its existence. 
In view of these factors, it seems ad- 
visable to eliminate requirements for 
the rendition of advisory services 
after retirement if the executive has 
rights under qualified plans. The other 
contingencies—such as, refraining from 
competition or obtaining permission 
to leave the country—not involving 
active service, would not affect this 
question at all. 


Social Security Payments 


Most executives who have deferred 
compensation contracts will be entitled 
to social security benefits upon retire- 
ment. If they are obligated to render 
their advisory services under the terms 
of the contract, the question is raised 
whether the deferred compensation 
payments will be regarded. as “earn- 
ings” which will reduce or eliminate 
social security benefits. A subsidiary 
question. is whether separate com- 
pensation for. such services will be 
regarded as earnings for purposes of 
the Social Security Act. 


The Social Security Act provides 
that benefits to which an individual 
ts entitled under the act-shall be re- 
duced or eliminated if an indiyidual’s 





“CCH Dec. 19,349, 19 TC 461 (1952). 
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“earnings” for a taxable year are in 
excess of $1,200 per year.'* “Earnings” 
are defined as a sum oi wages for 
services rendered in such year and as 
net earnings minus net losses from 
self-employment.’® The term “wages” 
includes wages, salaries, bonuses, com- 
missions and fees earned as an em- 
ployee. The act makes a fundamental 
distinction between amounts earned 
by an employee and amounts earned 
from self-employment; consequently, 
it is important to determine whether 
a former employee who renders ad- 
visory services is still acting in the 
capacity of an employee, whether he 
is engaged in self-employment, or 
whether he falls in neither category. 


If the latter, then there is no reduc- 
tion or elimination of social: security 
payments. The importance of the dis- 
tinction between self-employment and 
acting as an employee lies in the fact 
that earnings from self-employment 
will not reduce benefits in any month 
unless it can be shown that “substan- 
tial services” were performed in that 
month or that services for wages in 
excess of $100 were performed in that 
month.”® Therefore, if the rendition 
of advisory services after retirement 
is self-employment, no reduction in 
social security benefits will occur un- 
less the services are actually performed 
and, more importantly, unless the total 
services in a given month are “sub- 
stantial.” If services for wages are 
performed, there is no limitation. of 
substantiality that applies. 


It seems clear that rendition of 
advisory services by a former em- 
ployee is “self employment” within 
the meaning of the act. The act states 
that the definition of self-employment 


* Sec. 203(£) (3), as amended. After Jan- 
uary 1, 1961, only one half of the first $300 
of such excess shall be included -as excess 
earnings for purposes of reduction in benefits. 

® Sec. 203(f)(5), as amended. 

* Sec. 203(f) (4), as amended. 

*t Sec. 203(f)(5)(B), as amended. 
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for purposes of the self-employment 
tax applies also to the reduction of 
benefits.** For purposes of the tax, 
it has been held that the rendition of 
services performed by directors of a 
corporation, who are not employees of 
the corporation, constitutes a trade 
or business.” Since the position of a 
former employee who renders advisory 
services after retirement is very simi- 
lar to that of a director, it is likely 
that the same principle would apply. 
The fact that it has been held that 
directors of a corporation who are 
members of the executive committee 
are not employees for purposes of 
the federal employment tax ** strength- 
ens the conclusion that the rendition 
of advisory services will be considered 
self-employment. 


Even if this conclusion is correct, 
a person will not be deemed to be 
engaged in self-employment, so as to 
reduce his benefits, if it can be shown 
that he has not rendered substantial 
services in a particular month.™ Un- 
less the services actually rendered are 
“substantial,” fees for those services 
will not reduce or eliminate social 
security benefits even though the fees 
exceed $100 per month. There are 
no definite guide lines in determining 
what services will be considered “sub- 
stantial.” As to services rendered by 
directors, the Treasury unofficially re- 
gards 25 hours a month as the mini- 
mum amount that will be considered 
substantial.*° 


Of course, the determination of the 
substantiality of services rendered de- 
pends upon the facts of each case. 
Factors which will be considered in 
making such a determination are out- 
lined in the regulations, and they in- 


*T. T. 4077, 1952-1 CB 149. 

*% Rey. Rul. 57-246, 1957-1 CB 338. 

* Sec. 203(f)(4)(A), Social Security Act, 
as amended. é 

** CCH UNEMPLOYMENT INSURANCE RE- 
ports {| 741.05. 
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clude the amount of time devoted, 
the total capital invested in the busi- 
ness, the nature of the services,. the 
nature of the business, the presence or 
absence of another manager of the 
business, and the comparison of the 
activities performed prior to retirement 
with those performed after retirement.”® 

In view of these considerations, it 
does not seem that a contingency in 
a deferred compensation contract 
which obligates an employee to per- 
form advisory services after retire- 


ment will have any serious effect upon. 


his social security benefits. The bene- 
fits will not be reduced or eliminated 
unless services are actually rendered. 
If such services are rendered, they 
will have no effect upon social secur- 
ity benefits unless such services are 
deemed “substantial.” 


Using a 25-hour-a-month minimum 
as a bench mark, and assuming that 
the employer is a relatively large 
corporation, the active management 
of which will be carried on by other 
executives after the retirement of the 
taxpayer in question, such advisory 
services will not be considered “sub- 
stantial” in most cases. Even if such 
services are substantial, social security 
benefits will be lost only in the month 
in which such substantial services 
were rendered; hence the potential 
financial the executive will 
not be great. These conclusions will 
not depend upon whether the deferred 
compensation contract provides for 
separate payment for advisory serv- 
ices rendered or whether the duty to 
render such services is in. considera- 
tion for the regular deferred compen- 
sation payments. 


loss to 


Deductibility by Employer 


Deferred compensation payments 
are covered by Section 404 of the 
Code. Section 404(a)(5)- provides 


* Social Security Administration, Regs. 
Sec. 404.416. 
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that if the employee’s rights are non- 
forfeitable, the employer is entitled to 
a deduction at the time the contribu- 
tion or compensation is paid. Conse- 
quently, under this section and the 
regulations,”* an employer’s payments 
under an unfunded deferred compensa- 
tion contract which contains no forfei- 
ture conditions would. not be deductible 
until the deferred compensation pay- 
ments were paid, even though for 
corporate accounting purposes an ac- 
crual of the deferred compensation 
payments would be proper. If the 
employee’s rights are made forfei- 
table through the insertion of con- 
tingencies, accrual for accounting 
purposes would not be required, and 
the deduction could be taken in the 
year of payment. 


Thus, the presence or absence of 
contingencies does not affect the tax- 
able year in which.the deduction is 
available to the employer, but it does 
affect the year in which such pay- 
ments are recorded by the employer 
for accounting purposes. Consequently, 
strictly from the standpoint of avoid- 
ing distortions of income and placing 
the accounting deduction in the year 
in which the tax deduction is permitted, 
it- would be desirable to insert for- 
feiture conditions in the.deferred com- 
pensation contract. 


Estate Tax Consequences 


Most deferred compensation con- 
tracts include provisions for death 
benefits to be paid to the employee’s 
widow, or other designated beneficiary, 
if the employee dies before retirement 
or after retirement and before receiv- 
ing all the deferred payments due him 
under the contract. Prior to the 1954 
Code, it was not clear whether such 
death benefits were subject to estate 
tax; some courts held these benefits 
to be nontaxable because there had 





* Treas. Reg. Sec. 1.404(a)-12. 





been no “transfer” of property to the 
beneficiary."* To clarify this situa- 
tion, Section 2039 was added to the 
Code of 1954.*° 

Section 2039(a) provides that the 
value of an annuity or other death 
benefit received under any contract 
or agreement will. be included in the 
gross estate if, under the contract, 
any payment was “payable to the 
decedent, or the decedent possessed 
the right to receive such annuity or 
payment . for his life or for any 
period not ascertainable without refer- 
ence to his death or for any period 
which does not in fact end before his 
death.” 


Under the terms of this section, 
the presence of contingencies would 
not take the value of any death bene- 
fit payable after retirement out of the 
employee’s gross estate because, while 
he might not have an enforceable 
right to future payments at the time 
of his death, he presumably has been 
receiving his deferred payments which 
are “payable to the decedent” at the 
time of his death. 


It has been contended, however, 
that forfeiture contingencies are es- 
sential to avoid the tentacles of Sec- 
tion 2039 in case the employee dies 
before retirement or. before payments 
are due to be paid to him.*” The argu- 
ment is that the presence of contin- 
gencies negates the employee’s right 
to receive such annuity or payment. 
On its face, this seems plausible, but 
the regulations and committee réports 
offer little support for this position. 


The Senate report states, categori- 
cally, that any death benefit payable 
prior to retirement under a contract 





§ 10,782, 184 F. 2d 427 (CA-3). 

* S. Rept. 1622, 83d Cong., 2d Sess. (1954), 
p. 123. 

* Browne, “Estate Planning for Deferred 
Compensation Payments to Heirs or Bene- 
ficiaries,” Proceedings of New York Umn- 
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with an employer would be included 
in the employee’s gross estate.** The 
Commissioner interprets the statute 
similiarly. The regulations provide 
that if an employee’s right to deferred 
compensation is forfeitable up to the 
time of retirement, the employee will 
be treated as having a right to receive 
the deferred payments, for purposes 
of Section 2039, so long as the em- 
ployee has complied with his obliga- 
tions under the contract. up to the 
time of death.** This reasoning would 
probably also be applied to contingen- 
cies applicable after retirement. 


In view of the broad sweep of the 
committee reports and the announced 
position of the Commissioner, it seems 
unwise to rely on forfeitability pro- 
visions to take death benefits out of 
the employee’s estate. -Furthermore, 
another broad interpretation in the 
regulations will, if valid, give the 
Commissioner another string to his 
bow.. The Treasury has taken the 
rather extreme position that all other 
nonqualified arrangements, including 
pension and profit-sharing plans, un- 
der which the employee has rights 
will be taken into account in deter- 
mining whether the employee has a right 
to receive payments .in the future.** 
Although the validity of these inter- 
pretations has not been tested in the 
courts, they indicate that litigation 
will probably be required to success~- 
fully exclude death benefits from an 
employee’s gross ‘estate irrespective 
of forfeiture conditions in the contract. 


Conclusion 


On balance, it seems that the reten- 
tion of some contingencies in deferred 


*E.9., Higgs v. Commissioner, 50-2 ustc . versity Sixteenth Annual Institute on Federal 


Taxation (1958), pp. 989, 1000. 
"Ex. 4 in S. Rept. 1622, cited at foot- 
note 29, at p. 470. 
“Treas. Reg. Sec. 20.2039-1(b), Ex. -3. 
* Treas. Reg. Sec. 20.2039-1(b), Ex. 6. 
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compensation contracts is advisable. 
However, there are several objections 
to the oft-used condition that the em- 
ployee be available to render advisory 
services as requested by the employer. 
The facts of the case may show that 
no advisory services have ever been 
rendered or requested, or that the 
value of the services bears no relation 
to the amounts ‘paid, and hence the 
condition may be regarded as illusory.** 
It is the only contingency which can 
possibly affect the capital gain treat- 
ment of lump-sum distributions from 
qualified plans,.and its presence is 
likely to defeat this tax benefit. . The 
possible loss of social security benefits 
is. much less dangerous and more 
remote. 

These objections do not apply to 
other contingencies which are nega- 
tive in nature—such as; refraining 
from competition and the necessity of 
requesting permission to leave the 


THE FISCAL EISENHOWER 


country. To these can be added a 
provision: for liquidated damages for 
the disclosure of trade secrets or other 
confidential information. Since these 
conditions are passive in nature, it 
cannot be said by the Commissioner 
that they have not been performed 
because of inaction. These conditions 
would have no effect on social security 
payments or capital gain treatment of 
lump-sum distributions. It seems un- 
likely that conditions of any sort will 
result in excluding death benefits 
from the employee’s. gross estate. 
These conditions should provide safe- 
guards against the possibility of con- 
structive receipt, and may be deemed 
desirable despite the terms of Rev. 
Rul. 60-31. Limitations. on the as- 
signability of the contract also seem 
advisable, even if passive contingen- 
cies are included, in order to avoid the 
doctrine of economic benefit. 


[The End] 


The outgoing Administration of Dwight D. Eisenhower 
has. awakened the American people to the dangers of fiscal 
irresponsibility, according to Representative Charles A. Halleck. 
“It fought for -balanced budgets—against determined opposi- 
tion; it fought. threats. of further inflation—against determined 
opposition; it warned of the danger to our security should 
the world lose its respect for the dollar—against determined 
opposition.” The House minority leader made this statement 
while accepting the Tax Foundation’s Award for Distinguished 
Public Service on behalf of the President. 


Pledging the support of the minority. for measures to 
improve the nation’s military and economic strength, Repre- 
sentative Halleck nevertheless expressed alarm at the possible 
size of the federal budget if the Kennedy Administration should 
move “into a new era of expanded: programs—programs piled 
on top of those already on the books ty 


Quoted in Monthly Tax Features, the minority leader pre- 
dicted the result of such programs: “Let nobody doubt this: 
we will have a hundred billion dollar budget five years from 
now 


or Soc yner.”’ 


“See Washington and Rothschild, Com- 
pensating the Corporate Executive (Rev. Ed. 
1951), p. 183. 
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By MARCUS D. GRAYCK 


Taxation of Distributions 
from Qualified Pension or 


T IS FAIRLY COMMON KNOWLEDGE that distributions from 

qualified pension or profit-sharing plans result in tax advantages 
to the employee or his beneficiary. These tax advantages often con- 
stitute the major inducement for the adoption of the qualified plan.’ 
Nevertheless, frequently the advisors who are instrumental in having. 
a plan adopted are too preoccupied with the mechanics of installing 
the plan to fully appreciate the variety and complexity of the problems 
involved upon ultimate distribution. As‘a result, attention to these 
problems is often put off or omitted. Years afterward, upon distribu- 
tion, these problerhs may annoyingly arise and haunt the practitioner. 


Taxation of distributions: from a qualified plan .can’ be very 
complicated, and yet recognition of trouble spots at the outset can 
simplify matters upon distribution.’ It is not sufficient for the practi- 
tioner to know merely that lump-sum distributions may result in 
long-term capital gain treatment;* that périedic distributions. will 
be taxed as an annuity;* that there is a $5,000 income tax death ~ 
benefit exclusion;*® that there is a $100 a week. sick-pay exclusion ; ° 
that such distributions may be subject to retirement income credit ;* 
that there is an estate tax exemption for certain types ‘of distributions ; * 
and that there is a gift tax exemption.® These bare bones of the tax 
consequences of distributions from qualified plans require elaboration. 


To start, the estate and gift tax problems are not very involved. 
In general, Code Section 2039(c) exeludes from a decedent’s gross estate 








*In view of the fact that Code Sec. 402, the Code section dealing with 
taxation of distributions, does not differentiate between distributions from a- 
qualified pension or profit-sharing plan, the term “qualified plan” as used herein 
will cover both these types of plans. 

* This is particularly true where life insurance protection is afforded under 
the plan. See pp. 35-36. Also, an “ounce” of preventive detail work can save 
considerable subsequent effort in the case of distribution of employer securities. 
See pp. 40-41. es , f 

* Code Sec. 402(a) (2). é 

* Code Sec. 402(a)(1). 

®* Code Sec. 101(b). 

® Reg. Sec. 1.402(a)-1 (a) (1) (ii). 

* Code Sec. 37. 

®* Code Sec. 2039(c). 

* Code Sec. 2517. 
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Profit-Sharing Plans 


Many tax practitioners assiduously avoid this subject, says this Mineola, New York 
attorney who teaches a course on qualified plans at the Graduate Division 

of the New York University Law School. In this well-documented, well-illustrated 
article, he puts meat on the bare bones of the controlling statutes. 


any payment. from a. qualified plan, 
other than an amount attributable to 
the decedent’s contributions, which 
is received by any beneficiary other 
than the decedent’s executor. -Thus, 


in order to take advantage of ‘this ~ 


estate tax éxclusion, the employee 
should be cautioned against naming 
his estate as his beneficiary. More 
than one contingent beneficiary should 
be named.so as to preclude distribu- 
tion tq the employee’s estate. -In the 
case of the -gift tax there is a parallel 
provision to Code Section 2039(c). A 
gift tax exclusion is provided in Code 
Section 2517 for the employee naming 
a beneficiary to receive distributions 
from a qualified plan upon the em- 
ployee’s death. As with the estate tax 
exclusion, the gift tax exclusion does 
not apply to that portion of the dis- 
tribution attributable to contributions 
made by the employee. 


In the income tax area more intri- 


- cate problems are encountered.’® There 


*Thé income tax problems to be con- 
sidered do not include problems involving 
the $100 a week sick-pay exclusion and the 
retirement income credit. See footnotes 6 
and 7. ° 


Distributions from Qualified Plans 


are many factors which .affect the 
results. At the outset, it is important 
to recognize the effects of two of these 
factors—namely, employee contribu- 
tions and receipt of life insurance pro- 
ceeds. 


__ Actual contributions by an employee 
are received free of income tax con- 
sequences."* In addition, an employee’s 
“constructive” contributions are re- 
ceived tax-free.’* A major “construc- 
tive” contribution is the cost of current 
life insurance protection. Regulations 
Section 1.402(a)-1(a)(3) requires an 
employee to include in his income dur- 
ing his lifetime the cost of current 
insurance protection. The amount of 
current insurance protection present 
at any one time would be the dif- 
ference between the death benefit pay- 
able and the cash-surrender value of 
the policy.** The cost of this current 
insurance is provided for in Rev. Rul. 
55-747. The sum of.all annual Rev. 
Rul. 55-747 inclusions in’ the em- 


™ Code Secs. 72(b) and (c) and 402(a) (2). 

™ Code Secs. 72(b), (c) and (f)(1) and 
402(a)(2). 

* Reg. Sec. 1.402(a)-1 (a) (3). 

* 1955-2 CB 228. 





ployee’s gross income would repre- 
sent the total amount of the employee’s 
“constructive” contributions to the 
qualified plan. By adding the total 
“constructive” and actual contribu- 
tions you arrive at an amount which 
would be free of income tax.*® 


The second factor which must be 
considered at the outset is receipt 
of life insurance proceeds. Code Sec- 
tion 101(a) excludes from gross in- 
come life insurance proceeds paid as 
a result of the death of the insured. 
When dealing with distributions from 
qualified plans, the exclusion of these 
proceeds is not as broad as you might 
otherwise suspect. The amount ex- 
cludable is the amount of “pure” 
insurance proceeds—that is, the dif- 
ference between the face amount of 
the policy and the policy’s cash- 
surrender value immediately prior to 
death. The amount paid on death 
and representing the cash-surrender 
value just prior to death—the invest- 
ment factor in the policy—is not 


excludable under Code Section 101(a) - 


and is subject to income tax.*® In 
the subsequent discussion, ‘distinc- 
tion will be maintained between the 
“pure” insurance factor and the “in- 
vestment” factor of death proceeds 
from life insurance. 


Additional factors further compli- 
cate the problem of determining the 
income tax consequences ‘of distri- 
butions from qualified plans. One 
such factor is whether or not distri- 
bution is made in a lump sum in one 
taxable year of a distributee and is 
made as a result of separation from 





* Code Secs. 72(b), (c) and (f)(1) and 
402(a) (2). 

* Reg. Sec. 1.402(a)-1(a) (4) (ii) (b). 

™Code Sec. 402(a)(2). The reader is 
cautioned to read this section and its regu- 
lations carefully. “Lump sum,” as used 
herein, does not preclude installment dis- 
tributions as long as total distribution is 
made in one taxable year of the distributee. 
But cf. Rev. Rul. 56-558, 1956-2 CB 290. 
“Separation from Service,” as used here, is 
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service.” Whether distribution is 
made’ during an employee’s lifetime 


or upon his death has a bearing on. - 


the income tax question.’* Also of 
influence is whether distribution is 
made in kind or in money.” 


In coming to grips with the prob- 
lem, the following discussion will be 
divided into three portions, Firstly, 
the income tax consequences of a 
cash lump-sum. distribution within’ 


_one taxable year on account of re- 


tirement, separation of service or 
death will be discussed. Next in order 
will be a discussion of periodic cash 
distributions. Lastly, -in kind distri- 


butions will be considered. 


1. Lump-Sum Distributions 

This section deals with lump-sum 
distributions made within one tax- 
able year on account of retirement, 
separation of service or death under: 


(a) Noncontributory and nonin- 


.sured plans. — Distribution from a 


qualified plan may take place during 
the lifetime of an employee, or upon 
death. The tax consequences will 
differ depending upon when distribu- 
tion is made. If the above described 
lump-sum distribution is made during 
the employee’s lifetime, then the full 
amount will be treated as long-term 
capital gain.*® If such a distribution 
is made upon death of the employee, 
then no income tax-is levied on an 
amount up to $5,000.%* If, however, 
the amount distributed exceeds $5,000, 
then long-term capital gain treatment 
is given to the excess above $5,000, 


but a convenient and short-hand method of 
expressing Sec. 402(a)(2)’s stricture “on 
account of the employee’s death or other 
separation from the service, or on account 
of the death of the employee after his sepa- 
ration from the service.” 

* Code Sec. 101(b). 

* See p. 40. 

* Code Sec. 402(a) (2). 

* Code Sec. 101(b). 
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and ‘the first $5,000 is excluded from 
the distributee’s gross income.” 


(b) Contributory and norinsured- 


plans.— The lump-sum distribution 
under this situation is treated in the 


‘same fashion as the distribution. dis-. 


‘cussed in I(a), except that contri- 
butions of the employee are recovered 
‘tax-free.** . Thus, if distribution is 
made during the lifetime of the em- 
ployee, only the amount of the em- 
ployee’s contributions is’ received 
tax-free. On the other hand, if dis- 
tribution is made upon death, ‘then 
the $5,000 exclusion provided in Code 
Section 101(b) and the amount of the 
employee’s contributions are received 
tax-free. 


(c) Contributory and insured plans. 
—Upon distribution during the life- 
time of the employee, the rules set 
forth in I(b) apply—with the further 
modification, however, that the amount 
to be recovered tax-free is not only 
the amount of the employee’s actual 
contributions but also the amount of 
his “constructive” contributions, that 
is, the total cost of current insurance 
protection.** 


Where distribution is made upon 
death, the amount of pure insurance 
(the face amount of the policy less 
the cash reserve immediately prior 
to death) is not subject to income 
tax at all.2° The amount of the cash 
reserve is subjected to tax and is 
given capital gain treatment—subject, 
however, to deduction of up to $5,000 
under Code Section 101(b), plus the 
amount of actual contributions and 
the amount of “constructive” con- 
tributions. 


Example: Assume that Mr. Jones 
died while employed by the ABC 
Corporation and while covered by 
that firm’s qualified pension plan. 
Pursuant to an individual policy on 


™ Code Secs. 402(a)(2) and 101(b). 
* Code Sec. 402(a) (2). 
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his life, the $15,000 face value of the 
policy was paid to his widow in one 
taxable year. 

The cash-surrender value of the 
policy immediately prior to his death 
was $8,000; Mr. Jones had contributed 
$1,000 to the pension plan, and his 


’ total Rev. Rul. 55-747 costs were $500. 


Only $1,500 would be subject to tax 
at capital gain rates. This is calcu- 
lated as follows: 


Amount paid widow $15,000 
Less: 
Pure insurance excludable 
under Section 101(a).. $7,000 
Actual contributions 1,000 
Rev. Rul. 55-747 costs 500 - 
Exclusion 
101(b) 


under Section 


5,000 
$13,500 13,500 


Taxed as long-term capital 
gain “ 


$ 1,500 


(d) Noncontributory and insured 
plans.—Here the income tax conse- 
quences for a lifetime distribution 
would be the same as those described 
in I(c), except that since the em- 
ployee did not actually contribute, 
only “constructive” contributions— 
the cost of current insurance protec- 
tion—would be.- received tax-free. 
Distribution upon death would also 
follow I(c), except that here again 
there would be no exclusion for ac- 
tual .contributions. 


ll. Periodic Cash Distributions 


Only periodic distributions are cov- 
ered in this portion, for if distribution 
is made in a lump sum, but not as 
a result of separation from service, 
then ‘the distribution is treated as 
set forth in I, except that ordinary 
income and not capital gain rates apply. 


Ordinary income tax rates apply 
to periodic distributions of qualified 


* Code Secs. 402(a)(2) and 72(f). 
* Code Sec. 101(a). 





plans.** Again, actual and “construc- 
tive” contributions by employees are 
recovered tax-free.*7 Also, pure in- 
surance proceeds are not taxed.*® 


Periodic payments are divided into 
two categories. Firstly, if the actual 
and “constructive” employee contri- 
butions and the amount (up to $5,000) 
excludable under Code Section 101(b) 
will be recovered within three years 
of the beginning of payment of the 
periodic distributions, then no. tax is 


Amount to be excluded _ 
from gross income 


“Cost” in the above formula is the 
sum of actual and “constructive” em- 
ployee’s contributions plus such-amounts 
as are excludable under Code Section 
101(b).** The expected return is the 
product of multiplying the annual in- 
stallment distribution by the number 
of years that distributions can be ex- 
pected.** Where periodic payments 
are to be received over a set number of 
years—for example, ten years—the ex- 
pected return would be ten times the 
annual distribution.** Expectancy tables 
provide the multiple in the case of a life 
annuity.** In that case the ratio of the 
amount excluded from gross income 
is applied without regard to whether 
the individual distributee lives longer 
or shorter than his life expectancy. 
Thus, if the distributee outlives his 
expectancy, he will continue to receive 
part of each distribution tax-free. On 
the other hand, if the distributee does 
not survive his expectancy, then the 





*Code Sec. 402(a)(1) prescribes that 
these distributions shall be taxable to the 
distributee under Code Sec. 72 (relating to 
annuities). 

* Code Sec. 72(b), (c) and (f)(1). 

* Reg. Sec. 1.402(a)-1(a) (4) (ii) (b). 

* Code Secs. 72(d), (b) and (f)(1) and 
101(b)(2)(D). 


*® Derived from Code Sec. 72(b). 
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Cost 


Expected return 


paid until such contributions and ex- 
clusion are recouped.”® On the other 
hand, if such contributions and exclu- 
sion will not be recovered within a 
three-year period, then a portion of 
each installment distribution is recov- 
ered tax-free, and an ordinary income 
tax is payable on the remaining por- 
tion of each distribution. The amount 
of any one installment distribution to 
be excluded from gross income is 
determined from the following basic 
formula: *° 


Amount of installment 
distribution 


tax-free exclusion is canceled. out with- 
out any compensating deductible loss.** 


The following discussion ‘will involve 
periodic distributions which are not 
joint and survivor annuities. Also, 
these distributions are such that the 
amount of actual and “constructive” 
contributions and the $5,000 exclusion 
of Code Section 101(b) cannot be re- 
covered in three years or less. 


(a) Periodic distributions from 
plan which is noncontributory and 


noninsured.— The full amount of 
periodic distributions made to an em- 
ployee during his lifetime is taxed at 
ordinary income rates. Distributions 
made after death may be partially 
tax-free. Such distributions would 
receive the benefit of the exclusionary 
provisions of Section 101(b) to the 
extent of $5,000 if, and only if, the 
employee possessed, immediately before 
his death, a forfeitable right to receive 


* Code Secs. 72(c) and (f)(1) and 101 
(b)(2)(D). 

* Code Sec. 72(c) (3). 

* Code Sec. 72(c)(3)(B). 

* Code Sec. 72(c)(3)(A). Tables are at 
Reg. Sec. 1.72-9. 

*H. Rept. 1337, 83d Cong., 2d Sess. 
(1954), p. 10; S. Rept. 1622, 83d Cong., 2d 
Sess. (1954), p. 11. 
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the distribution while living® With re- 
spect to periodic distributions, if the 
right to the distributions was nonfor- 
feitable before death, then the exclu- 
sionary provisions of Code Section 


101(b)(1) do not apply. 


Where such a $5,000 exclusionary 
provision does apply, in the case of 
forfeitable rights, such a $5,000 ex- 
clusion is the “cost” factor in the basic 
formula set forth above. Thus, where 
the plan is noncontributory and non- 
insured and where the decedent had 
forfeitable rights, the cost factor in 
the above formula would be $5,000. 


(b) Periodic distributions from plan 
which is contributory and noninsured. 
~—With certain modifications, the dis- 
cussion in II(a) is applicable to these 
distributions. Distributions made dur- 
ing an employee's lifetime are con- 
sidered partly as a return of capital 
and partly as income taxed at ordi- 
nary income tax rates. The basic for- 
mula recited above is used to determine 
the amount to be excluded from gross 
income. The amount of contributions 
is the cost factor in the formula. 


If periodic distributions begin after 
death, the $5,000 exclusion of Code 
Section 101(b)(1) is also added into 
the cost factor if, and only if, the em- 
ployee possessed a forfeitable right to 
receive distributions while living. If, 
instead, the employee had a nonforfeit- 
able right, then only actual contributions 
enter into the cost factor. 


(c) Periodic distributions from plan 
which is contributory and insured.— 
With respect to distributions made 
during an employee’s lifetime, the basic 
formula recited above is applicable, 
with the actual and “constructive” 
contributions of the employee enter- 
ing into the cost factor. Thus, as- 
sume that, at retirement, Mr. Jones 
is entitled to an annuity of $1,200 a 
year for life; Mr. Jones’s life expec- 


~ % Code Sec. 101(b)(2)(B). 
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tancy is ten years; Mr. Jones had 
actually contributed $3,000 in pay- 
ment for his pension, and Rev. Rul. 
55-747 costs for current insurance pro- 
tection had totaled $1,000. Then $400 
is excluded from gross income and 
$800 is included each year in Mr. 


Jones’s gross income (excluded por- 


ree < $1,200) 
12,000 $I, ; 


tion is - 

Where periodic distributions to an 
employee’s beneficiary begin upon the 
death of the employee, the amount of 
each distribution attributable to pure 
insurance proceeds is not taxed. Also, 
if the employee had a forfeitable right 
during his lifetime to distributions, 
then up to $5,000 can be .recovered 
tax-free. In addition, actual and “con- 
structive” contributions are recovered 
tax-free. 


Example: Assume that Mr. Smith 
had a forfeitable right to distributions 
in his lifetime, and that he died prior 
to retirement age; upon his death, Mr. 
Smith’s son, James, was entitled to 
receive $15,000 in a lump-sum distri- 
bution, but instead elected to receive 
$1,200 a year over a 15-year period; 
just before Mr. Smith’s: death, the 
cash value of the policy was $10,000; 
Mr. Smith had actually contributed 
$2,000, and his Rev. Rul. 55-747 costs 
for current insurance protection were 


$1,000. 


Five thousand dollars is the amount 
of pure insurance which would have 
been payable in a lump-sum distribu- 
tion. Instead of making such a dis- 


tribution, the insurance company will 
retain the $15,000 and will pay out 


$18,000 over a 15-year period. Part 
of each installment of $1,200 will be 
attributable to the amount of pure in- 
surance retained. Also, part of each 
installment will be attributable to the 
cash-surrender value immediately prior 
to death. This latter portion is sub- 
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ject to tax, whereas a portion of the 
amount attributable to the pure in- 
surance proceeds is not. 


The first step is to segregate the 
amount of each $1,200 payment which 
is attributable to the amount of pure 
insurance retained. This is accom- 
plished by allocating each installment 
in accordance with the ratio which 
the $5,000 of pure insurance bears to 
the total amount which was payable 
at death ($15,000). Thus, the portion 
of each annual installment which is 
attributable to pure insurance is $400 
(5/15 of $1,200); and, of this $400, 
$333.33 (1/15 of $5,000) is excludable 
from James’s income as being pure 
insurance proceeds excludable under 
Code Section 101(a). The difference 
between $400 and $333.33—$66.67—is 
includable in James’s income tax return. 


In addition to including this $66.67 
in James’s income tax, there must also 
be included an additional amount 
determined in accord with the basic 
formula recited above. Of each $1,200 
annual installment, $800 is attributable 
to the cash-surrender value. James is 
entitled to a portion of that $800 as 
tax-free income. The portion of that 
$800 for which he is entitled to an ex- 
clusion is determined by the ratio of 
cost to expected return. 

The “cost” consists of the $2,000 
actually contributed, the $1,000 “con- 
structively” contributed and, since Mr. 
Smith had a forfeitable right prior to 
his death, an exclusion of $5,000. Thus, 
the total cost. factor-is $8,000. The 
expected return is calculated by multi- 
plying the amount of each installment 
attributable to the cash-surrender 
value, $800, by 15 years—the product 
being $12,000. Thus, $533.33, or % 
(8/12) of each $800 portion attribut- 
able to the cash-surrender value, is 
recovered tax-free. 





* Reg. Sec. 1.402(a)-1(a) (4) (iii), Ex. 2. 
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Combining the exclusion for pure 
insurance proceeds with this $533.33 
exclusion, James is entitled to exclude 
$866.66 of each $1,200 installment. 
Each year James must include in his 
income $333.34 from each $1,200 dis- 
tribution.** 


If the beneficiary were Mr. Smith’s 
widow instead of his. son, then there 
is an additional exclusionary provision 
which applies. Code Section 101(d) 
(1)(B) allows the surviving spouse 
to exclude the $66.67 interest factor 
on the pure insurance proceeds from 
gross income ($400 minus $333.33). 
Thus, Mrs. Smith would be able to 
exclude $933.33, and would pay an 
ordinary income tax on $266.67 from 
each $1,200 distribution.** 


(d) Periodic distributions from plan 
which is noncontributory and insured. 
—With respect to distributions made 
during an employee’s lifetime, the 
basic formula recited above is appli- 
cable, with only the “constructive” 
contributions of the participant enter- 
ing into the cost factor. Distributions 
begun upon an employee’s death are 
covered in the discussion in II(c)— 
with the modification that since there 
were no actual contributions, that 
element is eliminated from the cost 
factor in the basic formula. 


Ill. Distributions in Kind 


The distributions: covered here in- 
volve transfers of trust assets directly 
to a distributee. If such a transfer 
is made of securities other than those 
of the employer, then the distribution 
is treated as if it were a distribution 
of money; and, in that case, the pre- 
ceding material is applicable. 


Special income tax treatment is re- 
served for distributions in kind in- 
volving distribution of appreciated 
securities of the employer, annuity 


* Code Sec. 101(d)(1)(B) and Reg. Sec. 
1.402(a)-1(a) (4) (ili), Ex, 2. 
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contracts and insurance contracts. 
Only distributions of such specially 
treated items will be considered. 


Distributions of employer securities 
fall into two categories. First, total 
distribution of such securities within 
one taxable year of the distributee 
upon his separation from service, and, 
second, all other types of distribu- 
tions. Distributions of employer. se- 
curities which fall within the first 
category are given favored tax treat- 
ment. Upon such a distribution, there 
is no tax on the entire net unrealized 
appreciation in value of the employer’s 
securities.*® Distributions of employer 
securities falling in the second cate- 
gory—that is, not total distributions 
within one taxable year or not as.a 
result of separation of service—result 
in the exclusion of only that portion 
of the net unrealized appreciation in 
such securities as is attributable to 
the amount considered as having been 
contributed by the employee to the 
purchase of such securities.*° 


In both cases the excluded appre- 
ciation is taxed upon a subsequent 
sale of the securities by the distrib- 


utee.** Generally, such gain would 
be taxed as long-term capital gain. 
Any further gain from appreciation 
in the hands of the distributee would 
be long- or short-term capital gain, 
depending upon the length of the dis- 
tributee’s holding period. 


Distribution of an annuity contract 
does not result in tax consequences. 
Instead, the incidence of tax is re- 
served for the receipt of distributions 


pursuant to such an annuity contract.* 


On the other hand, if a life insurance 
contract is distributed, the entire cash 
value of such a contract at the time 
of distribution must be included in 
the distributee’s income, unless the 
distributee, within 60 days after dis- 
tribution of such a contract, irrevoc- 
ably converts the contract into an 
annuity contract.** 


Conclusion 

The foregoing study is not an anal- 
ysis of all the problems that may be 
encountered upon the making of dis- 
tributions from a qualified plan. Nev- 
ertheless, the major tax consequences 
of these distributions have been cov- 
ered. From this study it should be 
clear that recognition of trouble spots 
at the outset of a qualified plan can 
simplify matters upon ultimate distri- 
bution. 

Unless adequate records are kept of 
the cost and earmarking of employer 
securities when purchased by the 
trust, calculating the amount of net 
unrealized appreciation in the value 
of such securities upon distribution 
will become a Herculean task.** Simi- 
larly, an employee will have to be 
furnished at the outset with the Rev. 
Rul. 55-747 costs for current insurance 
protection. Otherwise, the employee’s 
tax-free receipt of “constructive” con- 
tributions will be placed in jeopardy.*® 
If. the tax practitioner properly keeps 
these problems in mind, an “ounce” 
of preventive detail work can save 
considerable subsequent effort, 


[The End] 


Aid from the federal government out-totaled state and local property 
tax revenues in ten states during the past year, 

according to the Tax Foundation. Figuring on a per capita basis, 
Alabama, Arkansas, Louisiana, Mississippi, New Mexico, 

Oklahoma, South Carolina, West Virginia and Wyoming all received 
federal aid amounting to more than property tax revenue. 





* Code Sec. 402(a) (2). 

” Code Sec. 402(a) (1). 

“ Reg. Sec. 1.402(a)-1(b) (1) (i). 
“ Reg. Sec. 1.402(a)-1(a) (2). 
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“ Reg. Sec. 1.402(a)-1(a) (2). 
“See pp, 40-41. 
“” See pp. 35-36. 





Permanency as a Requisite 
of Tax Qualified Pension 
and Profit-Sharing Plans 


By ISIDORE GOODMAN 


Mr..Goodman is chief of the Pension Trust Branch, National-Office, 

Internal Revenue Service. He presented this paper before the San Francisco 
Chapter of the Western Pension Conference in San Francisco on 

November 15, 1960. The views expressed here are those of the author and 
do not necessarily reflect the position of the Internal Revenue Service. 


ENSION AND PROFIT-SHARING PLANS, and kindred annu- 
ity and stock bonus plans, are primarily established to attain 
important business objectives. First and foremost is the purpose of 
attracting and retaining employees of the desired caliber. A well- 
suited plan increases employee efficiency, reduces labor turnover, 
attracts better employees, helps maintain employee satisfaction at 


a high level; enables the employer to discharge his social obligation 
upon severance of.an employee’s service and promotes public goo! 
will. A temporary plan is self-defeating. It is no attraction to em 
ployees who receive little or no benefits. 


Economic conditions, of course, influence the establishment and 
maintenance of employee plans. A period of prosperity furnishes 
the climate for more plans and costlier benefits.. A business down 
trend, on the other hand, reverses the situation; plans are curtaile:| 
or terminated. It is, therefore, well to plan ahead and budget care 
fully for future needs and the ability to meet the cost therefor. The 
cost of providing benefits for present. participants may be well within 
the employer’s ability and willingness to pay. An. important con- 
sideration, however, is his position to meet the increased cost when 
additional employees qualify for participation. Similarly, a benefit 
rate applied to the present. salary scale may seem satisfactory, but 
consideration must also be given to anticipated subsequent changes. 


The profit situation must also be taken into: account in deciding 
upon limitations on contributions. An exclusion factor may be applied 
to provide for plant expansion, inventory increases, new equipment 
and various contingencies before-arriving at the profits to be shared 
with employees.’ With a decline in profits, however, such factors 
may preclude a contribution while there is ample income to pay divi- 
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dends without reducing prior accumu- 
lated earnings. Here too, the effect on 
employee morale must be anticipated. 


After giving full and careful thought 
to the business reasons for establish- 
ing a plan, and deciding upon the 
type.to adopt, there is the tax situ- 
ation to consider. Important tax ad- 
vantages apply to qualified plans, with 
resulting savings to employers and 
employees. Such advantages, how- 
ever, should be subordinated to sound 
business purposes. A temporary tax 
saving may be a poor substitute for 
subsequent disruption in the employer- 
employee relationship. 


The tax rules are geared to quali- 
fied plans which are-established on a 
permanent and continuing basis. If 
the tax advantages.are to be obtained, 
the rules must be followed. Hence, 
it is important to know what these 
rules are and how they are applied. 
The purpose of this 
therefore, to explain these rules and 
show how they operate. 


discussion is, 


Requirement as to Permanency 

A plan which is intended to qualify 
for tax purposes must be a permanent, 
as distinguished from a temporary, 


program.’ This does not, however, 
mean that once an employer estab- 
lishes a plan he must continue it for- 
ever after, regardless of his ability 
He may reserve the right to 
modify or terminate the plan, and to 
discontinue contributions thereunder. 
When a valid reason exists for exer- 
cising such right, a change may be 
effected or the plan discontinued. 
Business necessity dictates such action. 


to do so. 


The simplest examples of what con- 
stitutes business necessity are bank- 
ruptcy or insolvency. Such dire occa- 
sions, however, are not the only events 





‘Reg. Sec. 1.401-1(b) (2). 


Permanency 


for terminating or curtailing a plan. 
Other situations may suffice; such as 
discontinuance of the employer’s busi- 
ness, a sale of the business or transfer 
to a successor who has a plan of its 
own which it desires to extend to the 
employees of the predecessor, or a 
substantial change in ownership where 
the successor finds it desirable for 
good and sound business reasons not 
to take over the plan. Such situa- 
tions are not foreseeable in advance, 
and the surrounding facts and circum- 
stances must be sufficient to establish 
that the plan was not adopted in an- 
ticipation of a short existence, after 
providing for employees in whose favor 
discrimination is prohibited.* 


Discontinuance for business neces- 
sity.—Business necessity may be estab- 
lished by the showing of a valid reason, 
such as a. change in stock holdings 
and management, or financial inability 
to continue meeting the cost of the 
plan. The reasons are many and varied, 
the acceptability of which depends on 
the factual situation of the particular 
case. A plan which, -on surface ap- 
pearance, may seem to meet all appli- 
cable requirements for qualifications 
may become discriminatory in oper- 
ation. Hence, a compendium of ac- 
ceptable situations cannot be prescribed. 
A reason which has been found satis- 
factory in one case may not neces- 
sarily apply in another. The facts in 
each case are controlling. 


Where, for example, after more than 
four years of operation, a pension plan 
was about to be terminated because 
the employees demanded salary in- 
creases and welfare benefits, the total 
cost of which was about equal to the 
cost of maintaining the plan, and the 
employer’s financial situation did not 
permit it to undertake the additional 
burden, the contemplated distribution 


*PS No. 52,-August 9, 1945, modified in 
other respects by Rev. Rul. 55-60, 1955-1 
CB 37. 
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favored the stockholder and’ other 
highly compensated employees, but, 
upon reallocation of benefits, such 
discrimination was removed, the ter- 
mination was held not to have an ad- 
verse effect on the prior qualification 
of the plan.* 


In another case, involving a pen- 
sion plan which had been in operation 
for more than ten years, and which 
contained satisfactory limitations on 
benefits which could be provided for 
highly compensated employees in the 
event of early termination, a distribu- 
tion which provided proportionately 
greater benefits for the stockholder 
and other highly compensated em- 
ployees was held not to affect the 
prior qualification of the. plan ad- 
versely since it was found that the 
termination was occasioned by ad- 
verse business conditions.* 


On termination, for adverse busi- 
ness conditions, of a plan which had 
been maintained for seven. years, the 
distribution favored the pérmanent, 
as against the impermanent, employ- 
ees. It was held that this did not 
result in the prohibited discrimina- 
tion.’ At its inception, the plan cov- 
ered 110 rank-and-file employees and 
five officers, and was held to meet the 
requirements for qualification. .The 
initial contribution. to the plan was 
allocated on the basis of 8.4 per cent 
to the officers and 91.6 per cent to 
the other employees. The employer 
had conducted a school for the train- 
ing of pilots but, with postwartime 
changes, the number of its employees 
declined until, after seven years, five 
officers and five other employees -re- 
mained. Of the five rank-and-file em- 
ployees,. three had been continuous 





*Mim. 6136, “E” Company case, 1947-1 
CB 58, 62, modified in other respects by 
Rev. Rul. 55-60, 1955-1 CB 37. 

* Rev. Rul. 55-60, 1955-1 CB 37. 

* Ryan School Retirement. Trust, CCH Dec. 
20,984, 24 TC 127 (1955), acq., 1955-2 CB 9. 


participants and two qualified during 
the interim period. 


The plan provided for graduated 
vesting, and forfeitures were reallo- 
cated to the accounts of the remaining 
participants. This resulted in aggre- 
gate credits of 58 per cent of trust 
funds to the five officers and 42 per 
cent'to the other employees. The ori- 
ginal interest of the officers and those 
other employees who had been con- 
tinuous participants in the plan had 
experienced the sarne rate of increase 
over the entire seven-year period. Un- 
der these circumstances, it was held 
that no adverse tax consequences ensued. 


Similarly, the termination of a profit- 
sharing plan after one year’s oper- 
ation, due to inability to comply with 
the requirements of the Salary Sta- 
bilization Unit, was held not to 
demonstrate lack of bona fides in the 
establishment of the plan which would 
cause. its disqualification.® Also, the 
termination of a pension plan which 
had been operated for. more than six 
years when the: employer's -income 
had fallen off sharply, while the plan 
required payments of the same high 
proportion of premiums, was held to 
be due to business. necessity.’ 


Where, after five years of operation 
of a pension plan, employees demanded 
a 20 per cent salary increase and, upon 
threatening to strike unless such in- 
crease was granted, their demand was 
complied with but the plan was ter- 
minated because the additional com- 
pensation and the contribution under 
the plan -would_result in a substantial 
loss, the termination of the plan did 
not adversely affect its prior qualifi- 
cation.* At the time of the demand 





* Blume Knitwear, Inc., CCH Dec. 16,187, 
9 TC 1179 (1947), acq., 1948-1 CB 1. 

"Ingram & Company v. Riddell, 56-1 ustc 
§ 9122 (DC Calif.). 

*Mim. 6136, “A” Company case, 1947-1 
CB 58, 60, modified in other respects by 
Rev. Rul. 55-60, 1955-1 CB 37. 
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for a salary increase, the company’s 
issued and outstanding capital stock 
amounted to $1 million and it had a 
surplus of $350,000. For the imme- 
dately preceding year, it had a net 
profit of $23,000 after making a con- 
tribution under the plan of $68,000 on 
behalf of 123 participating employees. 
A 20 per cent salary increase, based 
on compensation for such year, would 
amount to $72,000. Although the com- 
pany was solvent, it pointed out that 
with similar operations, a 20 per cent 
salary increase on top of a $68,000 
contribution under the plan would re- 
sult in a net.loss of $49,000, and if 
that continued, its surplus would dis- 
appear in a few years. It terminated 
the plan. Such action was held to be 


occasioned by business necessity. 


A similar finding was made in a 
case where the administrative head 
of the employer-corporation, a stock- 
holder who. owned 98 per cent of its 
outstanding stock, became ill-and sold 
his interest to a company which was 
engaged in a similar line of business. 
The new company dissolved the cor- 
poration acquired, took over all its 
assets and employees, and assumed 
its liabilities. It thereupon terminated 
the profit-sharing plan which had been 
established by the predecessor company, 
since it did not have a plan for its 
other employees and did not want to 
cause dissension among the two groups. 
Under these facts, it was held that 
the termination of the plan did not 
result in its retroactive disqualification.® 


Effects of plan in operation.—In- 
tent to maintain a permanent plan, as 
demonstrated by its effects in oper- 
ation, is indicative of whether it was 
established in good faith and whether 
its subsequent. termination was occa- 
sioned by conditions beyond the.em- 





*Mim: 6136, “B” Company case, 1947-1 
CB 58, 61. 

* Mim. 6136, “C” Company: case, 1947-1 
CB 58, 61. 
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ployer’s control. Thus, for example, 
where a pre-1942 discriminatory plan 
was amended in order to obtain a 
favorable determination as to its qualifi- 
cation in accordance with the require- 
ments effected by the Revenue Act 
of 1942, but-contributions were not 
made in accordance with the plan, as 
amended, which was terminated in- 
stead, it was held that the amend- 
ments were not made in good faith 
but were adopted for the purpose of 
obtaining deductions for contributions 
during a period of discriminatory oper- 
ations, subsequent to the effective date 
of the 1942 changes in the 1939 Code. 
Accordingly, the favorable determina- 
tion was revoked and the plan was 
held not to have qualified.*® 


A similar result obtained in the case 
of a company which had operated for 
many years with a force of three em- 
ployees who owned all of its stock; 
but during wartime it obtained a con- 
tract to manufacture a product re- 
quired in the aviation industry. It 
then engaged a force of 260 people 
to work on the new project and estab- 
lished a. pension plan under which 224, 
including the stockholders, partici- 
pated. Vested rights, however, were 
not granted prior to attainment of 
normal retirement age 65, and all but 
the stockholders and a bookkeeper 
were let out without any benefits 
when the contract. was completed. 
Nevertheless, on subsequent termina- 
tion of the plan, annuity contracts 
were purchased for the remaining four, 
including the three stockholder-em- 
ployees.. Accordingly, the plan was 
held to be not a-bona fide program 
for the exclusive benefit of employees 
in general but a device to siphon off 
a substantial portion of the company’s 
wartime profits for subsequent distri- 
bution primarily to the stockholders.” 


“Mim. 6136, “D” Company case, .1947-1 
CB 58, 62. 





Bases as to requirement for perma- 
nency.—From a perusal of the fore- 
going cases, three basic reasons for 
requiring that a qualified plan be main- 
tained on a permanent basis become 
apparent. 


For one, the provisions requiring 
a degree of permanence are designed 
to place some restriction. on establish- 
ing a plan during years of high profits 
principally for the tax advantages to 
the employer, or stockholder-employ- 
ees, only to abandon it in a few years 
as soon as profits fall off and it no 
longer appears desirable to continue 
making contributions thereunder.’ 


Then, too, a qualified plan must 
benefit the employees in general. . This 
requirement is not met if the plan is 
terminated after benefits are provided 
for the owner-employees but before 
others can similarly qualify. 


Also, a plan which is so designed 
as to amount to a subterfuge for the 


distribution of profits to stockholders ° 


is not a qualified plan but.a device to 
siphon off profits to the owners. All 
of the surrounding and attendant cir- 
cumstances and the details of the plan 
are indicative of whether it is a bona 
fide plan for the exclusive benefit of 
employees in general. The law is 
concerned not only with the form of 
a plan’ but also with its effects -in 
operation.** 


Discriminatory results.—Especially 
significant is: the requirement that 
under a qualified plan there ‘must be 
no discrimination in°contributions or 
benefits in favor of employees who 
are officers, stockholders, supervisors 


or highly compensated.** A pension 
plan may contain a provision for pro- 
portionately uniform benefits for all 
participants. Hence, there would be 
no discrimination in benefits if the 


™PS No. 7, July 29, 1944. 
“Reg. Sec. 1.401-1(b) (3). 
™ Code Sec. 401(a) (4). 
*™T. T. 3660, 1944 CB 136. 
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participants will receive the stated 
benefits. A frequently used funding 
method, however, provides that the 
cost of benefits for employees at or 
near retirement be paid first, and that 
the cost for younger participants be 
spread over the years remaining to 
retirement. For example, if normal 
retirement age is 65, only one contri- 
bution is made which pays the full 
cost of benefits for an employee 64 
years of age. On the other hand, for 
an employee 25 years of age, there 
are 40 years. in which to fund and 
only an inconsequential part. of. the 
cost of his benefits is contributed in 
the same year. With a proportionately 
uniform benefit.rate, there is.no dis- 
crimination in benefits as between the 
two employees. There is a wide vari- 
ance, however, in the rate of contri- 


-butions made for each. 


The requirement as to nondiscrimi- 
nation is prescribed in the alternative. 
The prohibited discrimination’ must 
not exist either in contributions-or in 
benefits. . It is not required that both 
contributions and benefits be nondis- 
criminatory. Benefits provided under 
a pension plan must be nondiscrimi- 
natory; but the contributions neces- 
sary to fund such benefits may vary 
as between participants. In a profit- 
sharing plan, however, definitely deter- 
minable benefits may not be provided.*® 
A plan is not a profit-sharing plan 


(but is considered a pension plan) if 


it is designed to provide benefits upon 
retirement, covering a period of years, 
if the employer contributions there- 
under can be determined actuarially.*® 
Thus, the requirement as to nondis- 
crimination applies to benefits in the 
case of a pension plan,.except of the 
money-purchase type where contribu- 
tions constitute the determining fac- 
tor,’’ and to.contributions in the case 


** Code 
sentence. 


* Reg. Sec, 1.401-1(b)(1) (i). 


Sec. 404(a)(3)(A), penultimate 


TAXES—The Tax Magazine 





of a profit-sharing or stock bonus plan, 
and also to the money-purchase type 
of pension plan. 


Reverting to our example of the 64- 
year-old and 25-year-old employees, 
there is no discrimination in benefits 
under a formula which produces pro- 
portionate results such as, for ‘ex- 
ample, benefits equal to 50 per cent of 
compensation. If the annual compen- 
sation of the 64-year-old employee is 
$50,000 and that of the 25-year-old 
is $5,000, the stated benefits for both 
will be proportionately alike, that is, 
$25,000 and $2,500 per annum, respec- 
tively. The single lump-sum cost .of 
a $25,000 annual pension for a 64- 
year-old man, commencing: at age 65, 
using prevailing actuarial factors, is 
$295,139.25, or 590.3 per cent of his 
compensation of $50,000, while the 
annual cost of a $2,500 pension for a 
25-year-old man, commencing at age 
65, using the same factors, is $345.08, 
or 6.9 per cent of his compensation 


of $5,000. 


Under the foregoing situation, there 
is no discrimination in stated benefits, 
since the plan provides a uniform rate 
of 50 per cent of compensation for all 
participants. There is a great variation, 
however, in the ratio of contributions, 
and if the test for discrimination were 
limited to contributions, the plan most 
certainly would be discriminatory. The 
cost of funding benefits for younger 
employees in proportion to those for 
older employees may well be prohibi- 
tive, and very few employers could 
afford a fully funded plan, Conse- 
quently, the rate of benefits constitutes 
the controlling element in a pension 
plan, except, as heretofore pointed out, 
where a money-purchase type of plan 
is involved. If a uniform benefit rate 
is applied to all participants, or if the 
plan is satisfactorily integrated where 
a smaller rate is provided for lower- 


™ Reg. Sec. 1.401-3(e). 
* Reg. Sec. 1.401-1(b) (2). 
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paid employees,’* the plan at its in- 
ception meets the. nondiscrimination 
requirement. 


This result would continue if the 
plan were maintained until the youngest 
participant retired and received full 
benefits, or until contemplated bene- 
fits for all participants were fully 
funded. The situation, however, pro- 
duces a discriminatory result if the 
plan is terminated after the first year; 
the benefits for the $50,000 man would 
have been fully paid for, but only 
$345.08 would: be available for the 
$5,000 man, which would give him a 
mere pittance of what the plan pur- 
ported to provide. 


In order to obviate—or at least to 
ameliorate—such results, two approaches 
are available.. One is to step in after 
the event and determine what tax con- 
sequences may ensue. In the event 
that a plan is terminated, the em- 
ployer is required to notify the dis- 
trict director promptly, stating the 
circumstances which led to its discon- 
tinuance.’® If, after consideration of 
the reasons for the termination of the 
plan, a favorable conclusion is reached, 
the prior status for. qualification of 
the plan and exemption of the trust. 
if involved, are not adversely affected 
thereby. Otherwise, as previously 
pointed out, the plan from its incep- 
tion may be held not to have been a 
bona fide program for the exclusive 
benefit of employees in general.”° 


At times, -however, nothing is 
salvaged by such subsequent determina- 
tion. The tax deduction to the em- 
ployer is of no consequence if the plan 
was terminated as a result of bank- 
ruptcy. The $50,000 man will have 
his pension which is assured to him 
for life; but all that can be done for 
the $5,000 man is to give him a mere 
token distribution which will furnish 





*” See Reg. Sec. 1.401-1(b)(2). 





him little, if any, benefit. In order to 
salvage something more for such em- 
ployees, a qualified pension or annuity 
plan is required to contain a restric- 
tion on the funds which may be used 
to provide benefits for the higher paid 
employees, so as to limit the possibili- 
ty of the prohibited discrimination in 
the event of early termination or cur- 
tailment of the plan. 


Termination Rule 


Where, at the inception of a plan, 
officers or other participants who are 
highly compensated are within.a few 
years of retirement age and are pro- 
vided with vested rights, discrimina- 
tion in their favor will result if the 
plan is terminated before lower-paid 
employees acquire similar rights to 
comparable benefits. Situations like 
this necessitate a provision in the plan 
which will preclude such termination 
from effecting the prohibited discrimi- 
nation.” Hence, a rule has been 
evolved which will have this. effect 
in some cases and, in others, will at 
least reduce the incidence of such dis- 
crimination. This is commonly referred 
to as the “termination rule.” * 


Its applicability is limited to pen- 
sion and annuity plans; it does not 
apply to profit-sharing or stock bonus 
plans. Neither does it apply to pen- 
sion and annuity plans which had 
been established prior to January 1, 
1942, unless the plan had been amended 
subsequent to December 31, 1941, to 
increase benefits, extend. coverage or 
otherwise broaden the area for pos- 
sible prohibited discrimination. It 
does apply if the annual pénsion or 
annuity provided for any of the 25 
highest-paid employees exceeds $1,500, 
and is paid for by employer contribu- 
tions made after July 31, 1944. Its 
duration is limited to the first ten 
years after the establishment of the 


* Reg. Sec. 1.401-4(c). 
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plan, or after the last amendment 
within the category described above. 
In the case of an amendment, it ap- 
plies to the additional contributions 
thereby occasioned. Hence, ten-year 
limitation periods may coexist with 
different expiration dates. 


Where the rule is applicable, the 
plan must provide for a limitation on 
employer contributions which may be 
used to provide benefits for any of 
the 25 highest-paid employees so that 
such contributions will not exceed, 
over the entire ten-year period, the 
greater of: 


. (1) $20,000, or 


(2) The product resulting by multi- 
plying the number of years since the 
establishment of the plan, or amend- 
ment, by the lesser of: 


(a) Twenty per cent of the em- 
ployee’s annual compensation, or 


(b)- $10,000. 


Thus, for example, if the plan has 


been in operation for six years, the 
restricted portion of employer con- 
tributions in the case of an employee 
with an annual salary of $25,000, on 
whose behalf $75,000 had been con- 
tributed in accordance with the fund- 
ing method under the plan, would 
then .be $45,000, the difference be- 
tween’ the $75,000 and the released 
portion of $30,000, consisting of 20 
per cent of $25,000, or $5,000, multi- 
plied by six years. Since 20 per cent 
of a salary of $25,000 is less than 
$10,000, the former is used: The 
$20,000 provision does not limit the 
released portion since that may be the 
greater of such amount or the amount 
computed on the basis of years of 
operation of the plan. While the re- 
striction under the rule is in effect, 
the most that can be released for any 
of the 25 highest-paid employees is 
just under $100,000, that is, $10,000 


* Mim. 5717, 1944 CB 321. 
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(or 20 per cent of compensation of 
$50,000) multiplied by the number of 
years iust under ten. Of course, 
when the ten-year period expires, the 
restriction is no longer in effect, un- 
less the plan has been amended. 


In addition to restricting employer 
contributions for employees affected 
by the limitation in case of early 
termination, the restrictions also ap- 
ply unless the full current costs are 
met during the ten-year period. The 
term “full current costs” means the 
normal cost for all years since the 
effective date of the plan, plus interest 
for such period on the unfunded lia- 
bility. “Normal cost” for any year 
is the amount actuarially determined 
which would be required as a con- 
tribution by the employer in such year 
to maintain the plan if the plan had 
been in effect from the beginning of 
service of each then included em- 
ployee, and if such costs for prior 
years had been paid and all assump- 
tions as to interest, mortality, time 
of payment and similar factors had 
been fulfilled.** 


The full current costs will always 
be met in the case of individual level 
premium insurance or annuity con- 
tracts if the annual premiums are al- 
ways paid. They will be met in the 
case of group annuity contracts if 
the current costs are paid and pay- 
ments or past service costs are suf- 
ficient to keep the unfunded past 
service costs from increasing. They 
will also be met in the case of self- 
insured plans if payments are made to 
the fund so that the initial unfunded 
liability does not increase. 


The employer’s deductions are not 
affected by the restrictions under the 
termination rule; they are allowable 
within the applicable deduction limits 


* Rez. Sec. 1.404(a)-6(a). 

*PS No. 25, September 2, 1944. 

*PS No. 8, August 4, 1944; PS No. 38, 
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without regard to such restrictions. 
Neither do these restrictions prevent 
the payment of full current benefits to 
a retired employee as long as the plan 
is in operation and the full current 
costs are met. It precludes, however, 
vesting of future benefits over and 
above the amount which can be pro- 
vided by employer contributions which 
are unrestricted.** 


Provisions setting forth the restric- 
tions on employer contributions which 
are to provide benefits for the 25 high- 
est-paid employees are included in 
the document evidencing the plan, 
that is, (1) in a-trusteed plan, in the 
trust indenture or the plan document 
and (2) in a nontrusteed annuity 
plan, in the annuity. contract.” 


Employer contributions which are 
used to provide death benefits are sub- 
ject to these restrictions to the extent 
that such contributions are used to 
provide the cost of benefits on behalf 
of employees who die after retirement 
income ‘has commenced. Such re- 
strictions, however, are not applicable 
in the case of an employee who dies 
prior to commencement of retirement 
benefits, or to the actual benefits 
payable to an employee who dies after 
retirement, provided, however, that 
the plan is in effect and the full cur- 
rent costs have been met.?® Where, 
pursuant to the funding method used, 
contributions are made in excess of 
the applicable limitations,- only the 
portion which comes within the -pre- 
scribed limits is free of restrictions. 
The excess, of course, is subject to the 
restriction.until released through the 
continued operation of. the plan while 
full current costs are met.?’ 


The provisions limiting benefits for 
the 25 highest-paid employees must 


be specific. Mere reference to the 


*PS No. 29, September 16, 1944. 
* PS No. 31, September 16, 1944. 





ruling which prescribes the limitations 
is not sufficient, since such ruling is of 
general application. The applicable 
provisions are to be incorporated in 
the appropriate instrument, specifically 
defining and limiting the contributions 
which may be used to provide benefits 
for the employees concerned.** 


Where a plan is amended increasing 
benefits to be provided by employer 
contributions, the restrictions applica- 
ble to the plan before the change con- 
tinue in effect with respect to the 
premium benefits as if the plan had 
not been changed. In addition, the 
restrictions are also extended to the 
increased portion, and are to continue 
in effect for a new ten-year period as 
to such portion.*® 


The termination rule is a preventive 
measure. It is applied in advance to 
eliminate or reduce the prohibited 
discrimination. Its counterpart is after 
the event the provision for perma- 
nency; but in some cases of terminated 
plans, retroactive sanctions accom- 
plish little or nothing, especially for 
the lower-paid employees. Hence, the 
importance of conforming the plan 
with the provisions of the termination 
rule is highly significant. 


In the event of termination of the 
plan, or failure to meet the full current 
costs, the restricted portion of em- 
ployer contributions, which had been 
tentatively earmarked to provide bene- 
fits for the 25 highest-paid employees, 
is usually reallocated among the lower- 
paid employees in accordance with 
provisions therefor in the plan. In 
unusual situations, however, where 
advance funding has fully provided 
benefits for the lower-paid employees, 
it may be: possible to release the re- 
strictions for those subject thereto, 
provided, however, that the prohibited 
discrimination does not exist. 


* PS No. 42, November 11, 1944. 
* PS No. 50, July 12, 1945. 
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Curtailments 


In some cases, plans are curtailed 
rather than terminated. A curtailment 
consists of a modification in the plan 
reducing benefits or employer con- 
tributions or narrowing coverage 
thereunder.*® An amendment convert- 
ing a noncontributory plan into one 
requiring employee contributions, and 
providing the same benefits which 
previously were paid for exclusively 
by employer contributions, results in 
a curtailment. Similarly, there is a 
curtailment where a plan is amended 
increasing the required period of serv- 
ice before vested rights are acquired. 
A curtailment is.a partial termination 
of the plan. Hence, criteria applicable 
to termination cases, that is, a valid 
reason and absence of the prohibited 
discrimination, are similarly applicable 
to curtailment cases. 


As in a termination case, the mere 
fact that a plan has been curtailed 
does not necessarily result in adverse 
tax consequences. For example, the 
amendment of a plan integrated at the 
maximum compensation level con- 
sidered for old-age and survivor dis- 
ability insurance (OASDI) benefits 
under the Social Security Act into an 
all-coverage plan, but reducing the 
benefit or vesting provisions, may be 
acceptable. Although substantial changes 
may have been effected, the employer’s 
over-all cost may be the same, or more, 
than before amendment. The valid- 
reason requirement would therefore 
be met. 


It is important, however, that pro- 
hibited discrimination is not brought 


about by the change. Thus, for ex- 
ample, where a previously integrated 
plan is converted into an all-coverage 
plan but provision for early vesting 
is also changed by deferment to a 
later time, prohibited discrimination 


*Mim. 6136, paragraph 5, 1947-1 
58, 60. 
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may result. This may be. illustrated 
by reference to a plan in which all 
employees are ostensibly covered but 
vested rights are provided only for 
those who have completed at least 15 
years of service and stay on until at- 
taining the normal retirement age of 
65. Except for executive employees, 
consisting of stockholders and officers, 
the others are migratory workers who 
stay on a job for a relatively short 
time and then go elsewhere. Although 
the coverage provisions, as spelled out 
in the plan, seem to be met, in actual 
operation only the executive employees 
will benefit. A reallocation of forfei- 
tures to the remaining employees may 
even inure to the benefit of one such 
employee.** Hence, it is necessary to 
consider the requirements as to both 
coverage and nondiscrimination in 
contributions or benefits in determin- 
ing whether the over-all requirements 
for qualification are satisfied.* 


A curtailment limiting contributions 
or benefits for employees in whose favor 
discrimination is prohibited, however, 
does not result in adverse tax conse- 
quences. Thus, in the case of a com- 
pany maintaining a qualified pension 
plan, which found itself in need of 
funds for expansion purposes 
amended its plan by (1) placing a 
ceiling on compensation for the pur- 
pose of computing retirement benefits 
and (2) eliminating bonuses from the 
compensation base, the only employees 
who were affected thereby were the 
highly paid ones and stockholder-em- 
ployees. Under these circumstances, 
the amendment, even though it resulted 
in a curtailment, did not affect the 
qualification of the plan which con- 


and 


" Marjorie F. Birnie, CCH Dec. 19,828(M), 
12 TCM 867 (1953). 
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tinued to operate for the exclusive 
benefit of employees in general.** 


The qualification requirements must 
be satisfied in all respects. Thus, an 
amendment of a pension plan, reduc- 
ing benefits and resulting in a balance 
of trust funds on its subsequent ter- 
mination, is not in compliance with 
such requirements, since the balance 
is not due to erroneous actuarial com- 
putations but to a deliberate reduction 
in benefits which was designed to 
effect a reversion to the employer. 
Before there can be any reversion, all 
liabilities. with respect to employees 
and their beneficiaries under the trust 
must be satisfied. Such liabilities con- 
sist of both fixed and contingent obli- 
gations to employees.** 


Suspensions 


Failure to feed a plan through con- 
tributions is a slow-death process. Al- 
though the steps for formal termination 
have not been taken, the result is the 
same unless the process is reversed 
and contributions are resumed. Hence, 
a permanent discontinuance of con- 
tributions is, in effect, a termination 
of the plan.** Employees who become 
eligible to enter the plan subsequent 
to the discontinuance receive no bene- 
fits, and no additional benefits attribut- 
able to employer contributions accrue 
to any of the participants. Hence, the 
same requisites which pertain to a 
termination of a plan are applicable 
to a discontinuance. In such case, 
vesting of employee rights is required.** 


As distinguished from a permanent 
discontinuance of contributions, a 
temporary cessation is a suspension. 
If contributions are resumed within a 


* Rev. Rul. 57-163, Pt. 5(b)(4 957- 
CB 128, 147. Ser ae 

* Rev. Rul. 57-163, Pt. 5(b)(3), 1957-1 
CB 128, 147; Rev. Rul. 55-186, 1955-1 CB 39, 
as modified by Rev. Rul. 56-596, 1956-2 
CB 288. 
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reasonable period and deficiencies are 
made up, the employees may not be 
hurt by the suspension. If the period 
is prolonged, however, or if contribu- 
tions are made. in inconsequential 
amounts, the suspension may ripen 
into a discontinuance. Certain require- 
ments, therefore, must be met when a 
suspension occurs. 


In the case of a pension or annuity 
plan, the stated benefits thereunder 
must not be affected at any time by 
the suspension, and the unfunded past 
service cost at any time must not ex- 
ceed the unfunded past service cost as 
of the inception of the plan, plus any 
additional past service or supplemental 
costs, if any, added by amendment. 
The unfunded past service cost at any 
time includes any unfunded prior 
normal cost and unfunded interest on 
any unfunded cost.** If these con- 
ditions are met, it is not required that 
employees’ rights become fully vested, 
and the applicability of a prior deter- 
mination as to the qualification of the 
plan is not adversely affected merely 
because of the suspension. 


Where the aforesaid conditions are 
not met, the case is processed as a 
termination or curtailment of the plan. 
The employer and trustee are to noti- 
fy the Commissioner in such cases, 
in order that a redetermination as to 
qualification may be made.** This 
does not mean that adverse action will 
necessarily ensue. If a valid reason 
exists and the prohibited: discrimina- 
tion does not result, the prior status 
of the plan is not affected. 


In the case of a profit-sharing plan, 
contributions must be recurring and 
substantial.*® A qualified plan is not 


7 PS No. 57, August 5, 1946, as amended 
by Rev. Rul. 56-596, 1956-2 CB 288. 

® Rev. Rul. 56-596, 1956-2 CB 288; see, 
also, PS No. 56, June 27, 1946. 

* Reg. Sec. 1.401-1(b) (2). 

Reg. 118, Sec. 39.165-1(a) (2), continuing 
similar provision contained in Reg. 111, Sec. 
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maintained by a single or occasional 
contribution. A determination as to 
whether a suspension of contributions 
constitutes a discontinuance is made 
upon the basis of all the relevant facts 
and circumstances of the case. 


A definite predetermined contribu- 
tion formula *° is no longer required 
for qualification of a profit-sharing 
plan.** Whether or not the plan con- 
tains such a formula, however, it does 
not qualify if the contributions there- 
under are made at such times or in 
such amounts that the plan in opera- 
tion discriminates in favor of officers, 
shareholders, supervisors or highly 
compensated employees.** . If, for ex- 
ample, a plan is established at a time 
when the highly paid employees meet 
the eligibility requirements, and con- 
tributions are made and allocated to 
their accounts, but subsequently, when 
lower-paid employees become eligible, 
little or no contributions are made, 
the plan becomes discriminatory in 
operation. 


It is not required that the employer 
make contributions every year, or that 
he contribute the same amount or in 
accordance with the same ratio each 


year. Business considerations may 
vary and, although the profit situation 
may be the same in two successive 
years, a contribution in a. reduced 
amount, or no contribution, may be 
justified in the second year because of 
sound business requirements. Funds 
which otherwise might have been con- 
tributed under the profit-sharing plan 
may be used, for example, for business 
expansion purposes, plant improve- 
ments, inventory additions or salary 
increases, or to provide other em- 
ployee benefits. 


29.165-1(a), as added by T. D. 5422, 1944 
CB 311, based on I. T. 3661, 1944 CB 315. 
“Reg. Sec. 1.401-1(b)(1) (ii); T. D. 6189, 
1956-2 CB 972, amending Reg. 118, 
Sec. 39.165-i(a)(2), and Reg. 111, Sec. 
29.165-1(a). 
“ Reg. Sec. 1.401-1(b) (1) (ii). 
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Where, however, authority is specifi- 
cally reserved in the plan to discontinue 
contributions without terminating the 
trust, the plan must also contain a 
provision for granting fully vested 


Conclusion 

Permanency is a basic requirement 
for qualification of a pension, profit- 
sharing, stock bonus or annuity plan. 
No specified duration is prescribed 


rights to participants upon discon- 
tinuance of employer contributions. 
(Rev. Rul. 56-596, 1956-2 CB 288.) 
Thus, the treatment is similar to a 
situation in which formal termination 
occurs. 


for a permanent plan. The facts in 
each case are controlling in this re- 
spect.. The purpose, as evidenced by 
the effects of the plan in operation, 
however, must be to establish and 
maintain the plan on a continuing and 
nondiscriminatory basis. By doing so, 
not only will the rules for compliance 
be satisfied, but, also, the interests of 
the employer and: employees will be 
served as well. [The End] 


A suspension may be the forerunner 
of a discontinuance but is not prima 
facie indicative thereof. A determina- 
tion is made on the facts in the par- 
ticular case. 


A TAX MAN'S APPRECIATION OF TOBACCO 
By Harold M. Groves, Professor of Economics, University of Wisconsin 

The Lord created the heavens and the earth and the biological kingdom 
on the earth all in six days. Then He thought of the Revenue, and created 
Tobacco. 

America has contributed much aid of various sorts to relieve Europe 
in its recent fiscal extremities, but the greatest gift of all is an old one 
brought across the Atlantic by Sir Francis Drake and Sir Walter Raleigh. 

What a boon is tobacco to the Revenue the world over! It is a vice of 
such gentle mien that men have seldom been tempted to apply to it the 
sanction of police power. No man ever came home and beat up his wife 
because he had consumed too much of this weed. We know, of course, 
about the lung cancer scare; but the evidence has never convinced the 
advertisers and, anyway, there are always filters and noninhaling and the 
lowly pipe. 

Economists talk about inelastic demand. Well here you have it, built- 
in. Tobacco may have some physiological effects; it is said to be soothing 
to the nerves, and this accounts perhaps for the report that Sir Walter 
smoked his pipe prodigiously on his way to the gallows. However, most 
of the demand is psychological; the idea is to be kind to one’s ego after it 
has suffered for an hour at a boring lecture, or after it has been buffeted 
about in the merciless competitive struggle of life. 

The British have put inelastic demand to its sharpest test. They have 
applied taxes upon taxes to this slender reed, and it miraculously supports 
them all like a ton of steel above a toothpick base. If 15 cents worth is good 
compensation for an injured ego, 50 cents worth is even better. 

Not all vice-taxation is easily administered. What nature hasn’t done 
for tobacco here, economic concentration and automation have added. 


It is a well-known fact, of course, that the tobacco tax is highly regres- 
sive. We used to say on the farm that every beggar has his dog; we could 
have added that he also has his pipe. But convenience as well as equity is 


included in the most celebrated canons of taxation. Since taxes are our in- 
evitable lot, why should they not be mixed with a soothing aroma? 
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*““Must"’ tax legislation to be pushed by new Administration . . . 
Treasury depreciation survey report . . . IRS fiscal 1960 report. 


HE. NEW EIGHTY-SEVENTH CONGRESS is not expected 

to get into high gear until after the first of February, 1961. New 
committee assignments will be made after the new Congress convenes 
on January 3, 1961, and the usual flood of new bills will be introduced 
and assigned to the respective committees. 


Congress will mark time from the legislative standpoint until the 
new Administration comes into office on January 20 and the new 
legislative recommendations of the President are forwarded to the 
House and Senate. 


The new Administration has indicated the types. of “must” tax 
legislation it will push during the first session of the new Congress. High 
on the list are bills to bring medical care for retired persons under the 
Social. Security Act provisions, a long look into expense account 
deductions, the elimination or reduction of. the dividends-received 
credit and exclusion, and a further study of the depreciation and de- 
pletion provisions of the tax law. 


The House Ways and Means Committee is expected to continue 
its study of a tax reform of the federal tax laws. with an eye toward 
broadening the taxing base. Also before the committee early this year 
will be “H. R. 10”-type bills which would permit self-employed persons 
to establish qualified retirement plans for themselves and their em- 
ployees, similar to the plans now in existence for corporate employees. 


The 1961 legislative year has the earmarks of a very busy one for 
the tax-law writing committees of Congress. Because of the. far- 
reaching effects the proposed tax legislation may have on the business. 
community, tax counsel should follow the actions of the House Com- 
mittee on Ways and Means and the Senate Finance Committee with 
more than a passing interest. 


Three committee vacancies.—W hen the new Eighty-seventh Con- 
gress convenes on January 3, 1960, there will be two vacancies to be 
filled on the House Committee on Ways and Means, and one vacancy 
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to be filled on the Senate Finance 
Committee. 


Senator Frear of Delaware did not 
return to the Senate for another term, 
requiring the Democrats to appoint 
a new member to the Senate Finance 
Committee. 


On the House side, there will be 
two vacancies on the House Committee 
on Ways and Means. Congressman 
Forand of Rhode Island, second-rank- 
ing majority member of the committce 
during the Eighty-sixth Congress did 
not seek re-election for another two- 
year term. Congressman Bosch, Re- 
publican committee member from New 
York, accepted an appointment as a 
federal judge and did not run for 
re-election to the Ejighty-seventh 
Congress. 


The Treasury 


Early this year, the Treasury ex- 
pects to have its final report on the 
results of its depreciation survey ready 
to present to the tax-law writing 
committees of Congress. This depre- 
ciation survey was started last July, 
1960, and deals primarily with the 
methods of depreciation in use by 
business firms and with their recom- 
mendations for legislative changes in 
the existing depreciation policy. 


The final depreciation survey report 
is expected to show a trend by busi- 
ness toward the use of the accelerated 
methods of depreciation now author- 
ized by the Internal Revenue Code 
and a dissatisfaction with the present 
tax depreciation laws. 

Taxpayers answering the Treasury 
questionnaire have told the Treasury 
that the present depreciation policy of 
following useful lives for depreciable 
assets, as suggested in Bulletin F, is 
not realistic. Some taxpayers feel the 
more liberal depreciation laws of 
Canada and other countries permit a 
more rapid replacement of plants and 
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equipment in the present age of rapid 
technological advances. 


The new Administration will be re- 
luctant to recommend major changes 
in the depreciation area until it has 
studied the revenue effect of a more 
liberal depreciation policy, and it will 
probably wait until further hearings 
are held on the study by the House 
Committee on Ways and Means on 
“tax reforms.” 


The Commissioner 


Fiscal report for 1960.—The Com- 
missioner’s Annual Report for the 
1960 fiscal year ended June 30, 1960, 
reveals that tax collections reached 
$91 ,774,803,000, the highest total in 


history. 


Over $67 billion of the total collec- 
tions was received from individual and 
corporate taxpayers, an increase of 
14 per cent over the 1959 fiscal year. 
Employment tax collections rose to a 
whopping $11 billion, up 26 per cent, 
while excise taxes showed a gain of 10 
per cent, to almost $12 billion. Col- 
lections of estate and gift taxes rose 
to $1.6 billion, up 20 per cent from 
1959. 


Also.of importance to tax counsel 
were the tax rulings and determina- 
tion letters received by the Internal 
Revenue Service. During the 1960 
year, the National Office of IRS proc- 
essed 33,224 requests for rulings from 
taxpayers or their representatives, 
and 3,371 requests for technical advice 
from district directors. 


At the district director level, 10,583 
requests for determination of initial 
qualification or termination of em- 
ployee benefit. plans were received 
from tax counsel. Determinations 
were issued in 9,299 cases, covering 
784,659 participating employees. 

The Service also received an ava- 
lanche of tax returns and information 
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returns filed in fiscal year 1960. Total 
tax returns filed with the IRS rose to 
94.4 million, an increase of 1.7 per cent 
over 1959.. Also received were nearly 
325 million information returns, of 
which 208 million were Forms W-2 
withholding statements filed by em- 
ployers. 

More taxpayers had their tax re- 
turns audited in 1960 than in 1959. 
During 1960, 3 million returns were 
audited by the IRS district offices, 
resulting in an additional collection 
of $1.8 billion in taxes, penalties and 
interest. Fifty million returns were 
mathematically verified by. office audi- 
tors, while 642 thousand returns were 
examined but closed without contact 
with taxpayers. The stepped-up audit 
or review of returns involving expense 
account deductions will probably push 
the audit figure much higher during 
the 1961 fiscal year. 


Assistant Commissioner. Harold 
T. Swartz’s remarks before Federal 
Tax Forum dinner.—At the Twenty- 
first Annual Dinner of the Federal 
Tax Forum, held on November 29, 
1960, in New York City, Harold T. 
Swartz was the guest speaker. This 
dinner was planned in honor of all 
internal. revenue agents as_repre- 
sented by the distinguished entering 
class of 1935. Mr. Swartz is now 
Assistant Commissioner (Technical) 
of the Internal Revenue Service, 
Washington, D. C., but he began his 
career as a revenue agent in New 
York City. 

Mr. Swartz, in his address, outlined 
the growth in the workload faced by 
the IRS, as follows: 


“T think most would agree that— 
outside of the standard deduction and 
withholding from wages—the most 
significant event occurring in our 
agency since 1935 would be the Re- 
organization of 1952 which provided 
the framework for the largely decen- 
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tralized form of operation we have 
today, and which incidentally, saw 
our name changed to ‘Internal Reve- 
nue Service.’ 

“The next most significant matter 
worthy of note would be, I believe, 
the tremendous growth in the work- 
load faced by the Service. This has, 
of course, been accompanied by an 
increase in our work force, although 
hardly commensurate with the astro- 
nomical increase in workload. 

“Perhaps a _ few statistics will 
demonstrate the extent of this growth. 
For example, in 1935, a grand. total 
of only 8,313,342 tax returns were 
filed, compared with 94,399,449 filed 
in 1960. In 1935, we collected some 
three billion three hundred million 
dollars ($3,300,000,000) in taxes as 
against ninety-one billion, eight hun- 
dred million dollars ($91,800,000,000) 
in 1960. 


“During this 25-year period, our 
total work force increased from 16,523 
employees in 1935 to about 50,000 
today. 

“The members of the Revenue 
Agents’ Class of 1935 increased the 
number of agents on the rolls at that 
time to 3,738. Today, we have more 
than 10,000 revenue agents in more than 
1,000 branch offices located throughout 
the United States and abroad. 


“One other statistical comparison 
worthy of note, perhaps, is the fact 
that today we have 1,000 fewer em- 
ployees in our National Office in 
Washington than we had in 1935. 

“Actually, a drop in peak employ- 
ment in the National Office from 
nearly 6,000 persons at one time to 
today’s total of less than 3,000 best 
indicates, I think, the extent to which 
we have decentralized our operations.” 


Turning to the Internal Revenue 
Service’s technical program, Mr. Swartz 
commented that: 
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“One of the main reasons for de- 
lay in responding to. taxpayer  re- 
quests for rulings is the sheer volume 
of such communications, many of 
which involve highly complicated 
questions. Last year alone, we handled 
more than 36,000 requests for rulings 
and technical advice in the National 
Office, and held over 15,000 confer- 
ences with taxpayers on these requests. 

“Another major factor causing de- 
lay is the fact that we now publish 
all significant rulings. Consequently, 
we have to give a great deal more care 
to what we say in those rulings. It is 
not enough to simply say ‘yes’ or ‘no’ 
to a particular taxpayer. We know 
they will be serving as precedents, 
and we must visualize their applica- 


4AAUnATUI 
3UMNaVIA 
391 VAS?) 


that doesn't criticize us. . . 


. Yes, that’s right. . . 


tion to other taxpayers as well as to 
the one who requested the ruling. 


“Other common causes of delay in 
answering requests for rulings are: 
awaiting pending court decisions ; ab- 
sence of final regulations; and, quite 
often, the need for additional informa- 
tion from the taxpayer or field offices 
of the Service.” 

Among the useful steps which the 
IRS has taken or is planning to take 
to improve its performance in the 
technical areas, Mr. Swartz listed the 
publication in 1960 of the issues with 
respect to which the Service will not 
rule. He explained: 


“Although we have issued this list, 
I want to make it clear that our con- 
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tinuing goal is to answer all inquiries 
from individuals and organizations 
that we can, with respect not only 
to consummated transactions, but 
those prospective in nature as well. 
So our rulings policy has undergone 
no substantial change. 


“What we have done, simply, is to 
publish in Revenue Procedure 60-6, 
a list of areas in which we will not 
rule. The areas listed quite typically 
involve problems of an _ inherently 
factual nature, and the identification 
of these areas has done much to clear 
the air. It does save us a great deal 
of paperwork. But, even more im- 
portantly, it saves taxpayers the trouble 
and frustration of developing and 
supporting a request for a ruling— 
only to be told that we cannot, after 
all, answer his question.” 

The Federal Tax Forum was or- 
ganized in 1939 as an unincorporated 
group of professional men and women 
who are vitally interested in federal 
taxes, especially income taxes. The 
members are principally attorneys 
and accountants who are engaged in 
private practice or who are employed 
in the tax department of large com- 
panies. 

New district director office in Alas- 
ka.—The IRS established a district 
director office at Anchorage, Alaska, 
effective January 1, 1961. Lewis J. 
Conrad has been appointed as the 
district director of internal revenue 
for this new office, and he will officially 
take office on January 1, 1961. Start- 
ing in 1961, the IRS will have at least 
one district director office in each of 
the 50 states. 

Taxpayers in Alaska may continue 
to file their returns in the district di- 
rector’s office in Tacoma, Washington, 
for the next filing period, or they 
may: file their returns ‘with the new 
Anchorage office. 


Recent appointments.—The Com- 
missioner has made the following ap- 
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pointments which are of interest to 
tax men: ‘ 


Joseph G. McGowan, former execu- 
tive assistant to the director of the 
Audit Division, has been appointed as 
Assistant to the Deputy Commissioner. 


Excise Tax.—Rudolph J. Bopp, chief 
of the Excise Tax Branch for many 
years, has retired. Bernard H. Fisch- 
grund has been appointed to succeed 
him. 

Norman Duberstein, former techni- 
cal advisor, has been appointed as 
assistant chief, Excise Tax Branch; 
Floyd A. Katon, former chief of the 
Sales Manufacturers Tax Group, is 
now technical advisor to the chief of 
the Excise Tax Branch; and Virgil W. 
Hendrix has been appointed as chief 
of the Sales and Manufacturers Tax 
Group. 


Tax Rulings —Erskine H. Hatfield, 
former assistant director of the Tech- 
nical Planning Division, is now the 
assistant director of the Tax Rulings 
Division. He succeeds Dan J. Ferris, 
who has retired. 


The Commissioner also appointed 
Louis H. Schweickhardt as the new 
chief of the Corporation Tax Rulings 
Branch in the IRS National Office, 
succeeding Theodore Edelschein, who 
has retired. 


Audit Division—Dean J. Barron, 
former director of the Office of Inter- 
national Operations (which keeps tabs 
on citizens abroad for tax purposes), 
has been named as director of the 
Audit Division of the IRS national 


office. Mr. Barron has _ previously 
served as assistant director for Audit. 
He succeeds J. Bruce Sefert, who re- 
signed to return to college teaching 
of accounting and taxation. 


Office of International Operations. — 
Charles I. Fox, former IRS regional 
commissioner for the New York City 
region, has been appointed as director 
of the Office of International Opera- 
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tions. He has also served as district 
director for the Baltimore district. 


New district directors appointed.— 
The following IRS district director 
appointments were made by the Com- 
missioner, effective December 11, 1960: 


V. Lee Phillips, former district di- 
rector in the State of Iowa, has been 
appointed as district director for 
Colorado, replacing George H. Allan, 
who has retired. 


Ernest W. Bacon, former district 
director in New Mexico, is now the 
district director in Iowa, succeeding 
Mr. Phillips. 


Clyde L. Bickerstaff, formerly as- 
sistant district director, is the new 
district director in New Mexico, suc- 
ceeding Mr. Bacon. 


The Tax Court 


Pending cases in the Tax Court of 
the United States were reduced during 
the 1960 fiscal year. As of July 1, 1960, 


there were pending 13,040 docketed 
cases, compared to a high of 13,893, in 
September, 1959. 


During the 1960 fiscal year ending 
June 30, 1960, the Tax Court cleared 
6,642 cases from its docket—87 per 
cent of which were settled between 
the parties, and 13 per cent of which 
went to trial. This litigation involved 
over $740 million in tax deficiencies 
and penalties and in overpayments 
claimed by taxpayers. 


The Commissioner prevailed out- 
right in 55 per cent of the Tax Court 
cases involved in a decision during the 
1960 fiscal year, and was successful, 
in part, in sustaining the proposed de- 
ficiency in 30 per cent of the cases. 
Taxpayers were successful in 15 per 
cent of the cases. 

During the 1960 fiscal year, there 
were 6,357 new cases docketed in the 


Tax Court, compared to 6,727 in fiscal 
year 1959. 
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The reduction of Tax Court peti- 
tions docketed during 1960 and the 
reduction in the backlog of cases on 
the Tax Court’s docket indicate that 
the new procedures of the Service to 
facilitate settlement of tax disputes 
without resort to trial are being used 
at the appellate and Chief Counsel 
Office levels. 


The Department of Justice 


The government won seven out of 
every ten cases, or 71 per cent‘of all 
civil tax litigation decided by the 
courts during fiscal year 1960. This 
is the highest percentage of success 
for the government in the past 15 
years. 


The percentage figure of “govern- 
ment wins” represents only those tax 
cases which resulted in a court de- 
cision. Not included are the many 
tax cases filed in the courts which 
were settled by stipulation of the 
parties or by compromises, which made 
it unnecessary for the courts to decide 
the issues. 


Breaking down the 71 per cent fig- 
ure by courts: The government pre- 
vailed in 71 per cent of all cases 
decided by the courts of appeals, in 
68 per cent of all refund suits decided 
by the district courts, and in 84 per 
cent of all cases decided by the Court 
of Claims. 


These were some of the facts con- 
tained in the annual report to the 
Attorney General by Assistant Attor- 
ney General Charles K. Rice covering 
the operations of the Justice Depart- 
ment’s Tax Division during the fiscal 
year ended June 30, 1960. 


Mr. Rice pointed out that the aver- 
age civil tax case is being processed 
today in approximately one-half the 
time consumed eight years ago. In- 
cluding all time in all courts (ap- 
pellate as well as trial courts), the 
average Case is now being concluded in 
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approximately 15 months. Mr. Rice 
told the Attorney General that the 
speed-up in case-processing by his 
Department is the result of the fol- 
lowing administrative steps: 


(1) Delays in filing answers on be- 
half of the government have been 
almost entirely eliminated. In 1950 
there was an average four-month delay. 


(2) Extensive use of pretrial and 
discovery proceedings by the govern- 
ment has narrowed issues and _in- 
creased the number of stipulations, 
thereby shortening trial time. 


(3) The bunching of cases in tax 
dockets in many district courts has 
resulted in the disposition of large 
numbers of cases at a single term of 
court. 


(4) It now takes only an average of 
one month and seven days to send tax 
refund checks to successful taxpayers 
in refund suits, as compared to an 
average of eight months in 1950. The 
average time an offer-in-compromise 
case was processed to final action in 
fiscal year 1960 was two months and 
17 days, compared to six months in 
1952. 

Commenting further on compromise 
cases, Mr. Rice noted that under an 
agreement between the Department 
of Justice and the Chief Counsel for 
the Internal Revenue Service, now in 
effect for the past 11 months, the IRS 


designates certain cases (mainly fac- 
tual cases with small-dollar amounts), 
by case name, in which the Depart- 
ment of Justice may accept an offer in 
compromise without further referring 
the case to the IRS for its recom- 
mendations. This has resulted in re- 
ducing the time necessary to accept 
and close a compromise case. This 
new procedure has resulted in 25 per 
cent of the total compromise cases 
being settled by the Department of 
Justice without further referral to the 
IRS, and has reduced the settlement 
time considerably. 


Despite the high ratio of cases won 
by the government, Mr. Rice foresees 
a steady increase in tax litigation dur- 
ing the coming year: 


“Federal tax litigation has increased 
in every year, save one, since the end 
of World War II. While the rate of 
increase has dropped off noticeably in 
the past two years, it is not believed 
that this indicates that the long con- 
tinued upward trend in the volume of 
this litigation is likely to be reversed 
within the next few years. Peak 
business activity, a steady increase in 
the number of returns filed and, par- 
ticularly, the intensified audit pro- 
gram of the Internal Revenue Service 
made possible by increased appropri- 
ations, all seem to point to the direc- 
tion of further increases in the amount 
of new litigation.” 


FROM THE THOUGHTFUL TAX MAN—Continued from page 3 


This inequity was recognized by the 
advisory committee headed by A. J. Cas- 
ner. That committee recommended that 
the federal estate tax be allowed as 
a deduction against accrued income 
without being reduced by the credit 
for the state inheritance tax. (See 
Advisory Committee Report to Joint 
Congressional Committee dated De- 
cember 30, 1958.) 
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While all cases of accrued income 
are not taxed over 100 per cent, every 
case where a federal estate tax is in- 
volved is overtaxed because of the 
state inheritance tax for which no de- 
duction is allowed in determining 
federal income tax. 

For the lawyer: Is not this seem- 
ingly legalized pilfering of the tax- 
payer’s pocketbook an unconstitutional 
collection of taxes? [The End] 
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Among the books reviewed this month are Erosion 
of the Personal Income Tax Base in Canada and the 
United States; Pension Funds and Economic Power; 
1960 Retailers Manual of Taxes and Regulations. 


Canadian Fiscal Thesis 


Erosion of the Personal Income Tax 
Base in Canada and the United States. 
Irving Jay Goffman. Canadian Tax 
Foundation, 154 University Avenue, 
Toronto 1, Canada. 1959. 194 pages. 
$1.50. 


This paper is number two in a series 
published to encourage advanced study 
of Canadian fiscal and taxation prob- 
lems at the university level. Irving 
Goffman is an economics major at 
Duke University. This work was orig- 
inally submitted to fulfill part of his 
Ph.D. requirements. 


Because of their geographical prox- 
imity, Canada and the United States 
have developed similar tax structures. 
This dissertation points out these 
similarities; but, what is more im- 
portant, it emphasizes the contrasts. 
A major divergence in the Canadian 
fiscal system occurs in the concept of 
income, which results in a difference 
in the treatment of capital gains. 


The author points out that in both 
countries the income tax has become 
the most important single source of 
federal revenue. He expresses doubt 
that the income tax can continue to 
be relied upon as the primary source 
for federal funds, because taxpayers 
have resorted to various and sundry 
means for reducing their tax burdens 
as taxes have increased. It is this 
erosion of the tax bases that the book 


Books 


studies. Included in its consideration 
are all the important types of income 
that receive preferential tax treat- 
ment, along with a qualitative assess- 
ment of their erosive characteristics. 

The dissertation offers an intensive 
study of the tax bases in both coun- 
tries and concludes by offering some 
pointed suggestions for remedying the 
existing inequalities. 


Security and Pension Trusts 


Pension Funds and Economic Power. 
Paul P. Harbrecht, S. J. The Twentieth 
Century Fund, 41 East 70th Street, 
New York 21, New York. 1959. 328 
pages. $5. 

Many who review and read this 
book will not be in the world of 
“control” that Father Harbrecht pre- 
dicts. Change has taken place in our 
institutions all around us; yet what 
these changes mean to us in our 
social institutions isn’t always given 
to us to understand, but the author 
of this book understands and he out- 
lines the emerging new society. 

Paul P. Harbrecht, S. J., has been 
a member of the Washington, D. C. 
bar since 1950 and holds the degree 
of Doctor of the Science of Laws 
from Columbia University. He is a 
member of the Institute of Social 
Order, the national Jesuit social sci- 
ence center, in St: Louis. He has inter- 
ested himself in the impact of the 
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corporation as an instrument of social 
change, and has lectured and studied 
in this. area in recent years. 


For several years the trustees of 
the Twentieth Century Fund have 
been interested in certain financial 
institutions which seem in a deep way 
to be altering the nature of American 
capitalism. Included in these institu- 
tions are mutual funds, insurance com- 
panies and pension trusts. The latter, 
because of their comparatively recent 
development and their rapid rate of 
growth, as well as because of their 
intrinsic importance, offer a particu- 
larly terhpting field for research and 
evaluation. 


The subject of pension trusts has 
a good deal more significance than 
might seem apparent at first glance. 
That such a device should have arisen 
within the private sector of the econ- 
omy, with the promise of giving to 
increasing numbers of Americans a 
more secure future, is in itself strik- 
ing. But the hope for a higher degree 
of economic independence after retire- 
ment is only one aspect of the drive 
behind the growth of pension funds. 
In addition there has been a steady 
and increasing pressure toward a wider 
diffusion of the benefits of the modern 
industrial system. With such a dif- 
fusion there has come. also a subtle 
alteration in the nature of that system 
and in many of the concepts—such 
as those of property and power— 
which underlie it. 


Father Harbrecht gives close atten- 
tion to the facts of today’s pension 
trusts, but it is to be hoped that the 
larger significance of his theme will 
not be overlooked, He writes in his 
final chapter of what he calls. the 
“Paraproprietal Society,” drawing to- 
gether the implications of this and 
other developments in contemporary 
capitalism. 


The -book is filled with useful data 
about pension trusts, the kind of invest- 
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ments they make and some of their 
more important provisions, such as 
amount, vesting and eligibility require- 
ments, but the broader implications 
of the author’s investigation can be 
summed up in these propositions: 


(1) Power follows the control of 
property. (2) Control of property 
gravitates to those who can, by the 
use of property, perform a function 
valuable to society. (3) Where prop- 
erty holding (control) is more widely 
diffused there is less limitation of the 
use which can be made of the power 
that follows property. (4) Where the 
control of property is concentrated 
and great power results, a compensa- 
tory reaction occurs and property 
tenure is conditioned on the perform- 
ing of a service. But here is a situa- 
tion: Corporations initiate pension 
funds or profit-sharing systems, and 
the wealth that is thereby created 
relocates the control over the corpo- 
ration or other corporations, and power 
going with that control relocates power. 
But now what happens? These funds 
or the wealth of the pension and profit- 
sharing plans, of which employees 
are beneficiaries, are operated by in- 
stitutions whose particular function 
is investment and reinvestment. In 
this process, then, control passes to 
these operators. Thus, power comes 
to those who control the concentra- 
tions of property that have been created 
to serve our workers. Power is fol- 
lowing property into all the financial 
institutions which purchase shares of 
capital wealth for their clients. 


Father Harbrecht says: “The growth 
of these new powers along with the 
powers already in the hands of the 
corporations is producing a society 
whose economic life is based on a 
structure of the powers that result 
from the control of property. It is 
not a society organized by individ- 
ual property ownership and diffused 
power.” 
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But what is evolving is not social- 
ism and it is not, classically speaking, 
capitalism, although this new society 
has more of the earmarks of capitalism. 


Since little has been done on pen- 
sion funds, this is a very worthwhile 
book and, philosophically, it is a needed 
book, explaining what is happening. 


Retail Taxes 


1960 Retailers Manual of Taxes and 
Regulations. Edited by Gladys M. 
Kiernan. Institute of Distribution, 
Inc., 1441 Broadway, New York 18, 
New York. Fifteenth edition, 1960. 
530 pages. $25. 


This loose-leaf book, subtitled “A 
Compendium of Federal and State 
Laws Affecting Retailers,” is a com- 
prehensive summary of federal, state 
and, in some cases, municipal taxes, 
regulations and ordinances pertinent 
to retail operations in all parts of the 
country. In its fifteenth edition, this 
manual is a must for retail executives. 


A glance at the table of contents 
shows the broad scope of the manual’s 
coverage. Included are chapters deal- 
ing with sales, use, occupational and 
excise taxes; chain store taxes; taxes 
on property, income and profits ; wage 
and hour regulations; labor relations 
laws and payroll taxes; trade practice 
regulations; and business and occu- 
pational regulations. 


Up to date as of April 1, 1960, the 
manual has added new regulations 
and court decisions handed down since 
the fourteenth edition in 1958. Other 
new topics in the 1960 number include 
discussions of the textile fiber identi- 
fication law, trading stamps, giveaway 
promotions, Federal Trade Practice 
Conference Rules, Federal Trade Com- 
mission pricing and advertising guides, 
and laws on age discrimination in em- 
ployment. Inclusion of the laws and 
regulations of Alaska and Hawaii is 
another first for the manual. 


Books 


Separate editions of the Retailers 
Manual are in preparation for each 
state. Upon completion, these editions 
will be available for $2 per copy. 


Inflation Spiral 


Wages, Prices, Profits and Produc- 
tivity. Edited by Charles A. Myers. 
The American Assembly, Columbia 
University, Harriman, New York. 1959. 
193 pages. 

This book is a collection of papers 
presented at the Fifteenth American 


‘Assembly sponsored by Columbia Uni- 


versity, April 30-May 3, 1959. The 
conference considered the wage-price 
relationships to the spiral of creeping 
inflation. In addition to six papers 
presented, the book also contains the 
texts of addresses to the conference 
by Secretary of Labor James P. Mitchell 
and Harvard’s Sumner Slichter. 


“Are prices being pushed up by 
wage increases, or are wages simply 
following prices upward in the spiral 
of creeping inflation caused by other 
factors?” Beginning with this ques- 
tion, the conference came up with these 
13 policy proposals: 


““(1) We should seek maximum sus- 
tained economic growth as a pri- 
mary national objective because it is 
essential to the improvement of living 
standards and national security. In 
the pursuit of economic growth, how- 
ever, we should seek to maintain a 
reasonably stable price level and to 
hold unemployment to the minimum 
necessary to preserve flexibility in the 
economy. [W]e should develop 
a higher utilization of the labor force 
and achieve faster economic growth 
through increased productivity. 


“(2) It is urgent that management, 
labor and government take measures 
to accelerate the rate of increase in 
productivity. Among the steps that 
can be taken are these: increasing 
expenditures on research and develop- 
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ment; improving the quality of edu- 
cation ; training more scientific, technical 
and managerial: personnel; upgrading 
the skills of the labor force; elimi- 
nating restrictive practices by labor 
and management; and stimulating the 
ideas and energies of our work force. 


“(3) Measures should be taken to 
increase worker mobility and to im- 
prove the operation of the labor mar- 
ket. Such measures might include 
severance and relocation allowances, 
retraining programs, employment of 
qualified older workers, transferability 
of pension rights, the extension of 
seniority units, provision of part-time 
jobs and diversification of economic 
activity in distressed areas. 


“(4) Although reliance on unem- 
ployment is not an acceptable method 
of controlling inflation, it is recog- 
nized that a dynamic economy brings 
about fluctuations in employment in 
particular occupations, industries and 
areas. 


“(5) Radical change in our present 


wage-setting machinery would not be 
a fruitful approach to the inflation 


problem. Foreign experience does not 
suggest the desirability for the United 
States of economy-wide bargaining as 
an alternative to our more decentral- 
ized system. Breaking up national 
unions into smaller units would also 
not be an effective way of seeking 
greater wage and price stability. 
“(6) The average increase in out- 
put per man-hour in the economy. as 
a whole is a relevant consideration in 
wage négotiations, but in view of the 
numerous other factors to be weighed 
and reconciled, it cannot be the only 
criterion of a proper adjustment. 


“(7) Appropriate monetary and fis- 
cal policies are necessary to deal with 
inflation arising from excessive de- 
mand. However, sole reliance on these 
measures is inadequate for dealing 
with .price increases in the face of 
excess capacity and unemployment. 
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“(8) Despite the seriousness of our 
present international position, direct 
general government controls of prices 
and wages are incompatible with the 
institutions of a free economy. 


“(9) As one means of achieving 
price stability, the government should 
work toward a freer market in agri- 
cultural products, reflecting advances in 
productivity. Special measures should 
be provided to ameliorate economic 
hardships upon individuals. 


“(10) Price stability should be en- 
couraged by reducing tariffs and other 
impediments to international trade. 
Measures to provide temporary relief 
for areas adversely affected by tariff 
policy may be appropriate to facilitate 
readjustments. 


“(11) Effective competition will help 
bring down prices raised by monopoly 
power. We favor vigorous enforce- 
ment of the antitrust laws. Acts in 
restraint of trade in the market for 
goods and services, now illegal when 
committed by business firms or by 
firms and unions jointly, should also 
be illegal when undertaken by unions 
alone. 


“(12) Pleas by government officials 
for restraint and responsibility in wage 
and price decisions are likely to have 
little effect on the course of wage and 
price movements. 


“‘(13) An annual conference of labor, 
management and government repre- 
sentatives should be convened, shortly 
after the presentation of the Presi- 
dent’s Economic Report, to discuss 
wages, prices, profits and productivity 
as related to national economic goals. 
These sessions should not be con- 
cerned with any particular contract 
negotiations. The objective is to re- 
duce the diversity of views about the 
short-term and long-term economic 
outlook and to discuss appropriate 
private and public policies to achieve 
growth and stability.” 
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Meetings of Tax Men 


Tax Society of New York Univer- 
sity.—The presentation of the Annual 
Achievement Award in Taxation from 
the Tax Society of New York Uni- 
versity was made to Eugene J. Keogh; 
from New York and 
ranking member of the House Ways 
and Means Committee, by Dean Joseph 
the Graduate School of 
Business Administration at the society's 
annual dinner meeting on December 
14 at the New York University Club. 
New 
Ira J. Palestin was the guest speaker, 
and he discussed the very substantial 
changes in the New York State In 
come Tax Law to conform with the 
Federal Internal 


Congressman 


laggart of 


York ‘State Tax Commissioner 


Revenue Code. 


Practising Law _ Institute. — The 
Practising Law Institute will sponsor 
a two-day forum on real estate and 
taxes on January 13 and 14 at the 
Statler Hilton Hotel in New York 
City. The program is designed to 
provide an intensive discussion of 
current problems and of the solutions, 
working methods and techniques de 
veloped by experts, in the light. of 
recent developments. Chairmen of 
the forum are Herman M. Glassner, 
H. Gilmer Wells, Lawrence A, Wien 
and Milton Young. Fees for nonmem- 
bers of the institute are $25 for either 
day or $45 
and 


for the two-day program 


may be sent to the Practising 


Law Institute, 20 Vesey Street, New 


New York. 


York 7, 





“Yes, we all do greatly admire your deductions, but they 
are not the kind defined in the Internal Revenue Code.”’ 
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Complete Understanding of 
Expense Account Rules 


Is Easy with 





HOW TO HANDLE 


EXPENSE ACCOUNTS 
IN 1961 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave., Chicago 46, IIl. 


Send. promptly copies of HOW TO 
HANDLE EXPENSE ACCOUNTS -IN 
1961 at prices. quoted below. (Remittance 


with order saves postage and packing charge.) 


1-4 copies, $1.00 ea 10-24 copies, $ .80 ea. 
5-9 copies, $ %9ea 25-49 «x pies, $ 70 ea 


50-99 copies, $ .57 ea 


[] Remittance herewith ] Send bill 


[] Quote special low prices on larger quanti- 
ties for good-will distribution—with our 
imprint at no extra charge 


Signature & Title 
Firm 
Attention 


Street & Number 
1117—967 
City, Zone & State 


If ordering by letter or purchase order, 
please attach this card 


Be Sure Expense Accounts St 


How to. 


EXPENSE ACCO 


The government is shooting the w 
on expense accounts. Rules are toug 
To find out what’s behind the crackd 
to make sure your expense accounts 
inspection and deductions stand up—h 
the help you'll need and use. 


For here is a complete, understand 
explanation of the reporting and _ rec 
keeping requirements under current 1 
for both employers and employees. 


SPECIAL. FEATURES YOU'LL ik f 


In this handy booklet, you'll find 
text and. complete explanation of fe 
expense account tax rules, solutions for 
return problems, and sample records 
forms for sound expense account man 
ment. A quick-reference check list out 
just what is deductible and nondeductibl 
and answers about employer-employee 
avoid trouble. 
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A few copies or many—yjust tell us 
care of your requirements for good-w 
orders for 100 copies or more, you can 
cover—no extra charge. Use the hand: 
insure prompt delivery. Price, $1 a cop 


(Subscribers for CCH’s Standard Fede 
Reports, Federal Tax Guide Reports 
Guide, and Current Law Handybooks re 
for extra copies.) 
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BOOKS 8B 
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s Stand Up . . . Use CCH's 
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lus what you need. We're ready to take 
d-will distribution or for staff use. On 
can have your own imprint on the front 
andy postage-free order card attached to 
copy. 

‘ederal Tax Reports, Federal Tax Guide 
rts—Control Edition, Corporation Law 
cs receive this book and should order only 


ICTS, COMPANY, 
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